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Coming — We want to warn you now— 
and we will warn you again next month 
—that “The First Hundred Years"’ by Pro 
fessor Walter Blum of the University of 
Chicago and Chicago attorney James P 
Johnson is a humorous description of the 
Internal Revenue Code of the year 2013 
first complete revision of tax laws 

lf you can take it, it is 

ribbing reading 


+} 


e mundane and practical side is the 


article by Edward Roesken, bringing you up 


to date on state taxation. In the same 
field is a proposal by Professor Harold M. 
Groves for a more practical method of 


state taxation of income 


The January issue will also include the Uni 
versity of Chicago tax conference papers 
of Harry J. Rudick and John R. Lindquist 


which we were forced to omit from tt issue 


because of lack of space. Mr. Rudick’'s 


entitled ‘‘Compensation of Execu 
1954 Code and Mr. Lind 


nd f 


profit-snaring 
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Tuis ISSUE is devoted to papers presented at the Seventh Annual Federal Tax 
Conference of the University of Chicago, which was held October 27-29. In order 
to publish as many of the outstanding papers as possible—most regretfully ‘‘Com- 
pensation of Executives Under the 1954 Code," by Harry J. Rudick, and ‘Pension 
and Profit-Sharing Trusts Under the 1954 Code,"’ by John R. Lindquist, have had 
to be postponed until January because of lack of space—we have limited our staff- 
prepared departments to the following brief statements: 


Interpretations 


trnal-Tribune Publishing npany, 54-2 
stc § 9630 (CA-8), unusual as 


ftrir + ' wT y , ' 1)! } 
kexpend o pment replaces 


Washington Tax Talk 


Supreme Court.— |! 


a Wallable local 


Treasury Department. 


Tax-Wise 


Meetings of Tax Men. 


last two \ 


ce (bas 
t 


Canadian Tax Letter 


Whether or not the maintenanc 


agement ot ntal properties 


dep ‘ tl he degre 
196 2 Vin 

468. . . . Depreciable asset must 
Ltd 
446 


sler 


Cover Story.—There comes a time in the 54 DT 


every epreciabl isset for hange exist at end of taxable year Ben's 
Fhe problem is to find that time Vinister of National Revenue, 54 DTC 
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Topics: Trusts and Estates, Estate Planning, Tax Accounting 


Chairman: William N. Haddad, of 
Bell, Boyd, Marshall and Lloyd, Chicago 


Income Taxation of Trusts and Estates 


Under the 1954 Code 


By AUSTIN FLEMING, The Northern Trust Company, Chicago 
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can determine, there mortgage even 


though he total proceeds 


less than the principal ot the mort 


compelling reason for were tgage 
us realized no 


SS Income, ane diiougn v. ¢ 


debt and the tru hi ] 
ry} OMITMILLS 
(2d) 345 

by a 

t taxable 
nevertheless 
he beneficiary 
situations, there 


ises is will creat trusts calling 
©9715 > } . 


his children 


taxable 


} 


inuary 3 
l bv a tr 


+} 
Ul 


e benefici 


1S. Rept in the comment under Sec. 652, *See H. Brian Holland, ‘‘A Proposed Revision 
states Although similar results may or may} of the Federal Income Tax Treatment of Trusts 


53 Columbia Law Review 316, 32 


not be reached in other cases, the limitation of and E 
this section should insure that such a construt (1953 
tion will not arise in cases where the new 
provisions of this part are applicable and will 
preserve the conduit principle in this area.”’ 
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Mr. Fleming gratefully acknowledges 
the assistance of J. Alfred Capps, 
second vice president, The Northern 
Trust Company, in the preparation 
of this paper. 


hus unascertainable on Decem 


the next 72 hours they were 


incom i 


taxed to the 


any share of 
NCO. 
*s case, at muc¢ h 


have been the 


ited at footnote 2 


December, 


On narrow grounds only the last-minute 


rush to complete legislation can account 
for the unsatisfactory drafting of Subchap- 
ter J, the attempts to legislate through the 
committee reports and the illogical and erro- 
neous explanations that are given therein 
that the 


Pandora’s box of problems which they 


It is hard to believe dratters knew 


the 


were creating when _ thes¢ sections were 


disarmingly 


prepared. The language reads 
enough; it 1s 
applied that 
Deductions 


] Yollar 


thing 


only when the sections are 


errors and complexities appeal 
are given n rs 


ms 
components tor tax 

tor one beneficiary, 
second and still a third if pai 
charity, although tl ll 


INCOTIIE 


Instead of improvit 


plicity the sections contain torn 


lor numerous com] utations 


miputatr 


and 
as In complex 
mathematical compu 
s. The 


| he 


the 


Same concepts 


basic return torms 


same Simple 


an exemption of $300 instead 
complex t1 


litte 


usts, to permit, 


com! report explains, “the 


ot small amounts of capital ¢ 


* Holland, article cited at footnote 2, at p 
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includable in the income of the trust and the same character 


allocable to corpus;® but this hardly wat 
rants such a division 


as in the hands of the 
trustee and the same proportion of each 


class of item entering into the computations 
\ “simple” trust is one which requires 45 the total of each class bears to the total 


all its income to be paid currently and has distributable net income 

no provision tor charitable payments or It 
1 , 

ra peg of corpus All other trusts most serious error in the law; both simple 

and < States “compl trusts.® > 

Been en Pe! Oe — trusts and complex ones are affected. By 


c. 


e first aspect which presents the 


making distributable net income the meas 


“LOI ure of the tax lability of the income bene 
all 


removes 


Che Senate report states that 
| 
| 


tion inch 


ficiary, the icome beneficiary gets the 
those charged 
accumu 


anh INCOTHIE bene 


advanta re pt ssible, 


I | 


» tThave an ae ntage at 


Va 
other. Yet that 


riorn 


5,000 1s 


It seems 
he $15,000 


Clary 


income 
one ot 
excluded 

the extent 
distributed” 
set aside for 
er a capital 


gall l ing distributed \ssume a 


$100,000 tr hich requires distribution 


| 
of income currently \ssume principal is 
vas accomplished invaded to supplement income to the extent 


tributable net income of $5,000. During the year the 


1 


Fe’ is. a capital 


beneficiary shall have gain of $1,000 Has the trust “paid ot 


t 

Rept in comment under Sec. 642 +1954 Code, Sec. 643 

1 Code, Sec. 651; S. Rept., comment under ” Holland, article cited at footnote 2, at pp 

331-334 
1954 Code, Secs 661(b) and 662(b) 
1954 Code, Sec. 6 : 


Rept., comment under Sec. 651 
comment under Sec. 651 
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credited” this gain to the beneficiary? Does 
the order in which invasion and sale occur 
have any bearing? What if the 
is first and sale later? Is the whole gain 
“paid or credited” or only a ratable share, 
for example in the ratio of $5,000 to 
$100,000 or 5 per cent? 


invasion 
as 


Instead of a power in the trustee to in- 
vade, assume the beneficiary has a limited 
right of withdrawal, such $5,000 per 
year. Again assume a capital gain of $1,000 
realized. Is any part the gain at- 
tributable to the beneficiary, and hence 
“paid or distributed” to him on the theory 
of Section 678(a), which that a 
person shall be treated as owner of any 
portion of trust with to which 
he has a power to vest in himself the corpus 
or income? Indeed, in such the 
beneficiary governed by Section 643 or by 
Section 678? It may make a substantial 
difference since the distributable net income 
concept applies to Section 643, but not to 
Section 678. It 


as 


is of 


declares 


ota respect 


case 15S 


would seem logical to as- 
sume that until a ruling, a decision or the 
regulations indicate otherwise, a trustee will 
not treat the gain distributed in such 
cases except in the year of termination, but 
it is a point not clearly the 
Code or the committee 


As 
tinguishing 
the 
ciple, 


as 
covered in 
reports 

regards “complex” 
feature 


the dis- 
from “simple” trusts 
adoption of the so-called “tier” prin- 
by 


trusts, 


is 
which the taxable income of differ- 
to 
The taxable income 


one group is determined, and then the 
ts 


ent beneficiaries is determined according 
a system of priorities 


o! 


and so on.’ 


The 


n¢ 


Code adopts a two “tier” system and 
classifies beneficiaries into two groups: (1) 
those to whom to be 
paid and (2) most 
part be discretionary beneficiaries and 
annuitants whose payments are made from 
income and cor 


income is required 
all others, who for the 
will 
pus." Again, the tier system 
of the American 
Institute, although it is safe to assume 


it will deny any responsibility for the result. 


As long to all 
beneficiaries (a) entirely mandatory or 
(b) entirely discretionary, or as long as the 
distributable net the same as 
the income actually subject to distribution, 
the tier principle does not come into play. 
In these situations (with the qualification 
hereinafter noted in to 


was a recommendation 


Law 


the 


are 


as income payments 


income is 


respect second tier 


>See Holland 
and following 
ciple 
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cited at footnote 2, at pp. 341 
for a description of the tier prin- 


December, 


distributions), there is but one formula to 
apply to ascertain the ratio of distributable 
net income to distributable income of each 
beneficiary, and the situation is identical 
with that of simple trusts. 


Where, however, there are one or more 
beneficiaries in each class or tier and dis- 
tributable net income is less than the income 
actually subject to distribution, the tiet 
system applies. Instead of formula 
to apply, there may be two—one for each 
tier. After the taxable income of the bene- 
ficiaries of the first tier is determined, the 
taxable income of the beneficiaries of the 
second tier is ascertained. If the income 
distributed to the first tier plus that dis- 
tributed to the second tier exceeds the 
distributable net income, the formula ap- 
plicable to the second tier is applied to the 
balance of the distributable net 
remaining after the payments to 
tier beneficiaries to arrive at the 
taxable to the second tier beneficiaries. 


one 


income 
the first 
income 


It is here that the train appears to go off 
the track, and the example in the Senate 
report 


becomes incorrect and misleading.” 
The distributable net income limitation does 
not carry through to both tiers in the same 
way, with the result that all its benefit 
inures to the second tier people and none 
to the first. The components of 
identical income become one thing for bene- 
the first 


he second, 


dollar 


ficiaries in and another for 


the thing 
and in effect defeats 


tier 


in and whole 


is thrown out of order 


those 


the conduit principle. 


The failure to carry the distributable net 
income limitation through to both tiers 


arises in this way: 


The first 
(dealing 


of Section 662(a)(1) 
tier beneficiary 
must include in his return) requires 


sentence 


with what a fir 


st 


such a 


beneficiary to include in his return the full 


amount of distributed to him. 
sentence says that if 
to be 


first 


incom The 
the amount ot 
distributed to all 
tier 
then 
maximum 


second 
income required 


beneficiaries of the 
tributable 


net 


exceeds dis- 
income, distributable 
the tax liability, 
formula applies to fix each one’s 
The paragraph fails to ce 
where the nuunts required to be 
listributed to first’ tier beneficiaries and 
amounts paid to second tier beneficiaries ex- 
ceed distributable net income, with the result 
that in such cases, the first tier beneficiaries 


net 
mcome 18 
and the 


ratable 


] 
The ¢ 


share. ver 


Ise 


am 


14 1954 Code, Secs 
% See S. Rept 
Subpart C,”’ 


1954 °@ 


661-662 
. ‘Example of the Application of 
following comment under Sec. 662. 
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do not get the benefit of the distributable net 
income limitation. 
(a)(2) 


Conversely, Section 662 
with what a tier 
beneficiary must include in his return) cov 
ers the 


(dealing second 


case of the amounts distributed to 
beneficiaries and amounts paid to 


s< cond tier 


first tier 
distrib- 
extend the 
limitation to the case 


} l . } 
amounts patd wl beneficiaries f the 


: ‘ 
beneficiaries exceeding 


utable net income, but fatls to 


distributable net income 


listributable net mcome.* 


words, one situation is covered 


subparagraph but not in the 
and the other 


in the first 


second, situation is covered 
in the 


first 


second subparagraph but not in the 


Asa 


possible oO 


result of tl Missions, it is 1m- 
conduit principle 
direction o ubparagraph (b) of 
Sections 661 and 662 that “the 


each ot 
amounts 


determined under subsection (a)” shall have 


he same character and the same proportion 


item in the hands of the 


the hands of the trustee, 


} 


1S torced 


upon the subpara 
that the 


“amounts determined under subsec 


unnatural construction 


mean under each (a), in 


much ot 


ller of 
loses 


ase tl dit on 


gnihncance 


illustrate, and it is ot 
but simpler than the Senate 
$10,000 of 
trustee’s fee 
\ssume that 
halt to 
and js in 
Since dis- 
($9,000) is less than 
($10,000), 
ot $9,000 is the 


An example will 


same type 
Assume a with 
in 1954, and a $1,000 


] 7 ] 
solely to principal 


trust 


income is mandatorily 


pavable one 
one half to a daughter 


$5,000 to 


a son and 


fact so paid, each 


tributable net income 
the income actually distributed 
the distributable net income 
and each is 


measure of taxable 


income, 
taxable on $4,500. 
assume the 


Now 
| 


mandatorily 


income is payable one 


half 


to the son 


and one 
of the trustee to the daugh- 

is under age 21 All the 
is in fact distributed, $5,000 to each. 


The components of the ome dollars 


son’s in¢ 
for tax purposes become immediately dif- 
ferent under the provisions of Section 662 
$5,000 paid to him is less than 


distributable net 


Since the 
income, he must 


and pay a tax on the full $5,000 


report 
Such is 
the direction of the first sentence of Section 


1 An argument can be made that this omission 


is not as serious as that in Sec. 662(a)(1) for the 
reason that the formula in Sec. 662(a)(2) can 
be stretched to cover the case of all tier-two 


Seventh Annual Federal Tax Conference 


662(a)(1) 
the second 


However, the daughter, under 
Section 662(a)(2), 
is permitted to aggregate her $5,000 with 
her brother’s and since the total of both 
exceeds the distributable net income of 
$9,000, she may then deduct from $9,000 the 
amount paid her brother ($5,000) and re 
port a taxable $4,000. 


both 
income is payable to 
trustee’s discretion. Assume 
that the entire income of $10,000 is in fact 
paid $5,000 to each. Since the amount dis 
tributed to both exceeds distributable net 
ot $9,000 and both are 
tier (that is, tier two), 
to find distributable net 
mum 


sentence ot 


income of 


Assume again that 
under 21, and the 
each at the 


children are 


income in the same 


would expect 
income the maxi 
liability and 

There is such a provision 
first tier 
distributions) but 


one 


measure of tax 
on $4,500 
in the case of 
quired 


each 
taxable 
beneficiaries (re- 
there appears to 
beneficiaries, un 
Section 662 
stretched to cover it by re 


Section 662 


be none as to second tier 


less. the second 


sentence ot 
(a)(2) can be 
garding the amounts 


(a)(2)(A) as zero. 


under 


In the 
ot the 


foregoing illustrations, and in that 
Senate report, the income actually 
disbursed exceeded distributable net income 
Assume, however, it does not, and that the 
trustee distributes half of the 
($5,000) to the son and in the 


only one 


income 
exel cise 


quarter ($2,500) 


accumulating 


of his discretion 


o the the balance 


deduction of 


daughter, 
\ssume 

$1,000. 

ciple 


further a corpus 
The distributable net 


would not 


income prin- 
apply to carry the 
benefit of the deduction to the beneficiary 
of either tier, since the income actually 
distributed ($7,500) is less than distributable 
net income ($9,000). 662 would 
require (son) and 
(daughter) to 
report and pay a tax on the full amount of 
income received. The trustee, however, in 
reporting the $2,500 accumulated, should 
be able to avail himself of the deduction. 
In other words, where the trustee has 
discretion over the amounts of income pay- 
able, 


may or 


then 


Section 
the first tier beneficiary 


the second tier beneficiary 


the distributable net income principle 


may not benefit none of 
the income beneficiaries, depending on the 


total amounts in fact paid out by the trustee. 


some or 


\ third major change relates to chari- 
table distributions. Heretofore charities 
were treated as distributees like any other 


distributions in excess of distributable net in- 
come, by regarding the amounts required to be 
distributed as zero 
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beneficiary. 
tributions no 


Under Section 642(c) such dis 


longer represent allocations 


of income but are treated as deductions. The 


result is to make charities a sort of “super 
tier,” for their share of taxable income 
works out differently as a deduction from 
what it would as an allocation or at least 
appears to do so in the Senate example.” 
There the charity received exactly the same 
amount of income as the daughter 
fourth). Yet the computations used to 
determine the deduction were different from 
those used to 

share of taxable 
lifferent result! 


daughter’s 
wholly 


determine the 


income, with a 


The second aspect of this change is that 
it places the burden on the fiduciary to de- 
termine whether or not the charity 


exempt status. It 


enjoys 
is only distribution to a 
that constitutes a 
Distributions to nonexempt 
still be treated as allocations of in 
If there is doubt whether the charity 
1S qualified, and the doubt persists 


taxable years, the tax 


qualified charity deduce 


tion charities 
would 
come 
over 
several recomputa- 


tions will be almost impossible to work out. 


A third aspect of the 
Section 6034, 


change appears in 
where it is specifically pro- 
that if charitable deductions are 
claimed under Section 642(c), the 
will be required to file with his 


additional form showing 

(1) the 
taken within the vear, 
the amount 


vided 
trustee 


return an 


amount of charitable deduction 
showing separately 
paid out and the amount per 
charitable 


manently set aside for 


purposes 
during the year; 


(2) the amount paid out within the year 


which represents amounts for which deduc 
tions have been taken in prior years; 

(3) the which 
have prior years but which 
has not been paid out at the beginning of the 


Vvear; 


amount for deductions 


been taken in 


(4) the amount paid out of principal in 
the current and prior years for charitable 
purposes; 

(5) the total 
the year 


income of the 
and the 
thereto; and 


within 
attributable 


trust 


expenses 


(O) a 
liabilities 


balance sheet showing the 
and net worth of the 


of the beginning of the year 


assets, 


trust as 


“Ease of routine administration” is cer- 
tainly not one of the 


results of this feature 
of the law 


Report cited at footnote 15 
*S. Rept., comment under Sec. 641 
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(one 
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Four othe 


fore 


changes should be noted be- 
turning to the “throwback” 


(1) By amendment in the Senate, a new 
subsection (h) added to Section 642, 
making available to beneficiaries on _ ter- 
mination of a trust or 


sections 
Was 


unused 
capital loss or net operating loss carry-over 


estate any 


or any deductions in excess of gross income 
for the last taxable year. It 
that only in the last 
be made of any 


is significant 


taxable year may use 


excess oO! losses over gains 
Che 
same thing is true of trust deductions in 
excess of 


In other years, they would be lost 


income. Chey are lost 


in the last 


except 


taxable year when they are 


available to the beneficiary 


(2) There is an important 
the Senate report in regard to termination, 
which that the determination of 
whether a trust has terminated depends 
upon whether the 1 


sentence in 


Savs 


property in the trust 
has been distributed to the persons entitled 
thereto, rather than upon the technicality 
ot whether the trustee has 
The 
over ot unused loss carry-overs and excess 
deductions to the 


rendered his 
final accounting.” 


provision for carry- 
this 
which it has not 
Distributions are 


beneficiaries gives 


tence a signincance 
heretotore had 


likely to be 


often 
\ssume a trust 
Distribution is 
reserve 


drawn out 
15, 1954 


except tor a 


ends on D« Ce mbe I 


made in 1955, which 


and is not distributed until 
Which is the “last taxable year” for 
Section 642(h)? It is 
important than ever that distributions 
be < ‘lean cut 


earns 
1956 


INCOTNE 


purposes of now 


more 


as possible and made with 


view to this carry-over provision. 


2 


(3) Again by a Senate amendment, it is 
trust 


shall be 


now possible to provide in a will or 
different 


allocate d 


how classes of 


Income 
among beneficiaries.” 
provide that 
paid to bene- 
shall be 
remains to be 
provision will be 


different 
For example, the trust may 
all tax-free income shall be 
ficiary A and all taxable 
paid to charity B. It 
how 


pec ially 


mMmcone 


seen 
this construed, es 
if employed in some such 

| | 


manner 
as suggested, but its inclusion shou | 


} 
ld be note 


(4) Section 663(b) election to 
continue under the old 65-day rule, but its 


significance is 


gives an 
almost nil, since it applies 
only to the Dean type of distribution—under 
trusts in existence before January 1, 1954— 


under to invade 


which no power 
Such 


limited number 


corpus is 
given trusts 


must be of a very 


1°54 Code. Secs. 652(b) and 662(b) 
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The 


the fourth major change in the 


“five-year throwback” provision 1s 


new provi- 
This aspect received more publicity 
and consideration to adoption of the 
Code provisions, and its back- 
ground will not be repeated. It is the gov- 
ernment’s 


sions 


p! 1OT 
than other 


answer to the use of trusts to 
accumulate 


later to 


income at brackets and 


trustec 


distribute such accumulations tax 


free to the bene fic lary 


The rule applies only to trusts and not 


estates—and 


necessarily only to ‘complex 
trusts 
in 1954 years and is eventually 
distributed to a beneficiary, the beneficiary 
will be 
to the 
going 
year of! 


In general, if income is accumulated 
and later 


taxed on it in the year of 
extent it 


receipt 
represents accumulations 
back as far as five years before the 
distribution, 


tax paid by the 


with credit for any 


trustee on the amounts 


him. Assume a 


To illustrate 
trustee accumulates $10,000 in 
1954, 1955, 1956 


year the 


received by 
each of the 
1957. Each 


$3,000 on 


years and 
tax ol 
that there is 
a net paid accumulation of $28,000 on De 
1957. In 1958 the trust 
$10,000 and the trustee distributes 
this plus the $28,000 to the beneficiary. In 
1958 the will be taxed on $50,000 


trustee pays a 


that vear’s accumulation, so 


cember 31, earns 


another 


beneficiary 
and will take credit against his tax for the 
$12,000 in taxes paid by the 
is not done by 
1956 and 1957 


tax to an 


This 
1955, 


trustee. 
1954, 
limiting his 


reopening his 
returns, but by 
greater than 


amount that is not 


it we had been 


him on ast di of the 


uld have been if such income 


distributed to 
taxable vear 


There are ons to this 


mnportant ¢ ept 


does not apply (1) to an 


mulation distribution of less 


rule It accu 


than $2,000; 


to a distribution on final termimation 


occurs more than nine vears attet 


last addition to trust—meaning last 


addition by anyone; (3) to amounts accu 


mulated prior to the beneficiary’s birth o1 
birthdav; (4) to 
a beneficiary’s attaining a stated 
total number of distribu 
four, and the 
than 
and (5) to amounts paid to meet the 


his twenty-first amounts 
paid upon 
age rages if the 
exceed 


] 
tious cannot period 


between distributions is not less tour 
vears,; 


“comergency needs” of the beneficiary. 


This 


tions in application. 


latter exception raises 


many 
In the House bill, this 


ques- 


exclusion extended to “support, maintenance 


or education,” but was restricted in the 


*S. Rept., comment under Sec. 665(b) 
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Senate to 
report 
only to an 


The Senate 
the exception applies 
which is distributed to 
“clearly to meet his emer- 
Whether or not a distribution 
falls within this paragraph is said to depend 
upon the and circumstances causing 
such a distribution, but “the beneficiary 
must be in actual need of the distribution.” 
The 


cient 


“emergency needs.” 
that 


amount 


states ” 


a_ beneficiary 


gency ne eds.” 


tacts 


fact that a beneficiary has other suff- 
resources would, it is 
negate the 


Was to 


said, tend to 
that a 
“emergency 


conclusion distribution 


meet his needs.” 


Without attempting to catalogue all the 
problems under the “throwback” rule, there 
is one where the wording of the Code leads 
to what surely must be an unwitting throw- 
back. Section 665(b) defines an “accumu- 
lation distribution” as the amount over 
$2,000 by which the sums paid to second 
tier beneficiaries exceed distributable net 
income, reduced by amounts paid to first 
tier beneficiaries. 

By tying the definition to distributable net 
income instead of income in fact distributed, 
an unintentional throwback will occur in 
which distributable net 
is less than the 
following one or 


any vear in income 


income in fact paid out, 
accumula 
income of a trust is 
trustee, 
and the trustee pays out only a part of the 
income vear up to the 
In the current 
to $10,000. The trustee pays a deductible 
capital expense of $5,000. The distributable 
net income thus becomes $5,000 ($10,000 less 
the $5,000 The other 
$5,000 of becomes an 
which must be 
thrown back to prior years up to five. This 


more years ot 


tion. Assume the 


payable at the discretion of the 
each current 
income 


year. 


vear, the amounts 


corpus deduction). 


current-year income 


“accumulation distribution” 


same result may also occur on final termination 
if a termination fee were charged. It does 
that result was intended, 
but such appears to be the purport of the 
Code language. 


not seem such 


Finally, a word about estates 


\s stated above, the rules relating to 


“complex” trusts govern decedent’s estates, 
except for the “five-year throwback.” ™ This 
means the old 65-day rule is out and need 
no longer be 


considered in determining 


whether to pay or hold back income of the 
estate 


There are, however, several new prob 


lems presented by the Code. 


comment under Secs. 661 and 665. 
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Heretofore, an executor had two choices 
on the deduction of an administrative ex- 
pense such as a fee, probate costs and so 
forth. One choice was to take the deduc- 
tion against the estate tax. The other was 
to take it against the income tax to offset 
income accumulations and capital gains. He 
now has a third choice as a result of Section 
642(h). That section states that upon ter- 
mination of a trust or estate, any excess 
deductions may be taken by the distributees 
in the ratios in which the estate is dis- 
tributed. However, this is permitted only 
in the year in which the last return for the 
filed. The remarks made above 
in regard to the time a trust is distributed 
apply also to estates—perhaps more so— 
for the reason 
withhold 
estate 


estate 1s 


that it is more common to 
reserves on distribution of an 
trust, and distributions are 
generally more drawn out. Because it is 
imperative to know with certainty when 
the last return is filed, it is more essential 
now that distributions be 
clean cut and that the practice of withhold- 
ing reserves be sacrificed, in proper cases, 
in favor of a refunding bond collateralized 
by the assets distributed or 

When made to trustees 
of a residuary trust, the results would differ 
in this respect. The trust, unlike the execu 
torship, would not terminate, so that it can 
use excess deductions passed along by the 


than a 


than previously 


like security. 


distribution is 


executor only to the extent there is current 


income against which they may be offset 


Assume, for example, in the year of final 
distribution of an estate, $10,000 is paid in 
executor’s fees, attorney’s fees and probate 
costs. One half of the estate is distributed 


outright to the spouse and the other half 
to a trustee of a residuary trust which 
earns $3,000 of income in the year of dis- 
tribution of the estate. The spouse is per- 
mitted to avail herself of one half of these 
charges, or $5,000. 
would be 


The trustee, however, 
limited to $3,000, since the trust 
does not similarly terminate. 
of $2,000 would be lost. 


The balance 


As an estate tax deduction, administra- 
tive expenses are deductible in full. As 
income tax deductions, they are subject to 
the limitation that they may be deducted 
only to the extent they relate to the main- 
tenance and production of taxable income. 
If the distributed on termination 
consists half of stocks and half of municipal 
bonds, the income tax deduction would be 
limited to half ($5,000) the administrative 
($10,000) and presumably would 
be divided half to the spouse ($2,500) and 
half to the trustee ($2,500). May the 
executor then claim the nondeductible 
$5,000 as an Would 
the deduc- 
tion is claimed first in the income tax return 
or in 


estate 


charges 


deduction? 
it make any difference whether 


estate tax 


the estate tax return? Is it possible 
that if claimed first to the extent of $5,000 
as an estate tax deduction, the remaining 
$5,000 would nevertheless be reduced again 
in hali to $2,500 on the that the 


deduction 


theory 
amount claimed as 
could not be 


income tax 
said to be the 
penses attributable only to maintenance and 
preservation of the share of the 


share of ex- 
eState pro- 
ducing taxable income? 


The above 
others 


along 
time alone will answer 


questions, with many 


[The End] 


Some Implications of the 1954 Code 
for Estate Planning 


By FREDERICK O. DICUS 
Chapman and Cutler, Chicago 


— the estaté planner’s standpoint, 

Section 2042 of the 
1954 affecting life insurance are by 
far the most significant. 
for effective use of 
from the 


the provisions of 
Code 
The possibilities 
life insurance resulting 
elimination of the premium- 
payment test under that section are readily 
apparent A shift in 
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arrangements May 


accomplish substantial 


reductions in taxes in the 


In addition, gifts by 


estate insured’s 


estate way of pre 


mium payments are an attractive means 


of accomplishing worth-while economic re- 
sults. The applicability of the new section 
will be limited only by the ingenuity of tax 
counsel and 


insurance and 


methods 


agents, many 


new should 


and varied planning 
be developed in this field. 
2042 


which are 


Section 


however, 


presents many problems, 


unanswerable on a 
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completely authoritative basis at the mo- 


ment. Questions relating to contemplation 


of death, premium payments, reversionary 


interests and, even, methods of valuation 


present problems requiring careful study 


and decision 


lwo of the problems now faced are not 


new at all, but assume critical and practical 


importance because of the probable re- 
part of the 


program within the family 


arrangement of at least insur- 
ance unit. In 
the first place, the ownership of insurance 
contracts by the 


insured’s spouse increases 
the taxable 


estate ot such 


spouse and the 
such increase must always 
mind In the 
plans of the 


co-ordinated to 


consequences oO! 


be borne in second 


place 
family unit must be 


revesting or! 


the estate 


avoid trans- 


insured any incidents of owner 


would 


~ course, result in 


taxability. 


In this connection we are 
with the 


provisions ot 


immediately 
reversionary-interest 
2042. Unfortunately, 
Code considers a 


concern d 
section 


the new reversionary 


interest to be an incident of ownership it 
the reversionary interest arises either under 
the terms of the policy or other instrument, 
or by operation of law 


operation-of-law 


he addition of the 
test creates and_ raises 
many questions not unlike those faced under 
Section 8ll(c) in years prior to issuance 

D. 5512 and passage of the Technical 


Act of 1949 


] anges 


Section 2042 provides that a reversionary 
interest includes a possibility that the policy 
or the proceeds may 
or mav be subject to 
by him. This 


return to the decedent 
a power of disposition 
language, 
by way of definition of 


which is included 
an incident of owner 
ship, does not expressly restrict the possible 
“return” to a and, 
quently, the appear 
limited to 


property concept. 


retained interest 


statute does not 


conse- 
to be 
reversionary interests in the 


Basically, in the property 


interest is a 


concept, a 
retained interest 
either by express 
terms of the instrument or by operation 
of law, but in the latter 1 
only 


reversionary 


which can arise or exist 


case it can exist 


because of a lack of ultimate 


vesting 
where, for example, the dispositive scheme 
ends with contingent remainders or defeas- 
ible interests. To the extent that 
either an expressed reversionary interest or 
an unexpressed 


there is 


retention as a result of 
incomplete disposition or lack of full vest- 
ing, there is little doubt that the transfer 
will end up subject to tax unless it is saved 
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by the 5 per cent rule. A question exists, 
however, as to whether the statute is broad 
enough to reach with com- 
pletely vested interests where, by operation 
of laws not directly applicable to the assign- 
ment, there may 


assignments 


be a return of the insur- 


ance policy. 

The classical case 1s an assignment to a 
member of the family, and, more particu- 
larly, to the wife. If the husband, for 
example, makes an absolute unconditional 
assignment to his wife, vesting in her all 
incidents of ownership and retaining no 
interest of any kind, his only means of re- 
acquiring an interest in the contract are by 
intestate law, bequest, renunciation or by 
gift back. Certainly, the statute cannot 
embrace the possibility of a gift back as 
a reversionary interest. 
it is true that 


As to the others, 
in a sense the husband has 
an absolute—although inchoate—interest in 
his wife’s estatc, whether she dies intestate 
or testate. But from the standpoint of 
property law there is no reversionary in- 
terest left after 
W hatever 


may 


a complete vesting in her. 
rights or interests the 
under 


husband 
laws not applicable 
to the transfer itself, and they are entirely 
subject to defeasance by the wife’s control 
over the contract during her lifetime. She 
may, for instance, give it away or surrender 
it. Admittedly, if she retains the contract 
to the date of her 


have arise 


death, the husband has 
a power to reacquire at least an interest. 
From the standpoint of reacquisition by 
bequest, the legal (although not the prac- 
tical) possibilities are 
the case of an 


no different than in 
assignment to any donee. 
From the standpoint of the right to inherit 
as an heir of the assignee, the problem is 
identical if the assignment is 
child or other relative. 


made to a 


No person really dies without heirs, the 
problem being only 
and identification 


one of ascertainment 
Hence, it might logically 
be argued that an assignment to any person 
was subject to possible inheritance, but the 
absurdity of such reasoning compels the 
conclusion that the possibility of inheritance 
cannot be a reversionary interest within the 
scope of the statute. With respect to the 
right of renunciation, the result should be 
no different. It is a inchoate right 
subject to defeasance by the wife’s unfet- 
tered and independent action or the sever- 
ance of the marital status. 


mere 


No decision, even in the hectic periods 
of the past, has held a mere right of in- 
heritance or renunciation standing alone to 
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be a taxable reversionary interest, but the 
point has been the subject of judicial note 
and comment. 


sioner VU 


For example, in Commis- 
Singer's Estate, 47-1 ustc § 10,552, 
161 F. (2d) 15 (1947), the Second Circuit, 
in a footnote, states: 


“A possible taking by devolution of law 
can be worked out. the children had 
their next of kin 


take under the trusts if they 


Since 


vested interests, would 


died childless 
and intestate; and this would have included 
the decedent, if surviving. The Commis 
taxability on this 
ground, however, and we therefore disre 
gard it. Indeed a similar 
rejected in ¢ I. R.v¢v 
153 F. 2d 172.” 


sioner does not urge 
argument was 
Hall's Estate, 2 Cir., 


In Commusstoner % 
qT 10,253, the case 


Second 


Hall’s Estate, 46-1 ust¢ 
referred to in that foot 
Circuit had commented 
possibility of reverter he had 
was the possibility that by operation of law 
the property might 
should 
kin—if that be 
bility does not subject the 


note, the 


“The only 


revert to his estate in 


case he survive his own next of 


conceivable Such a possi 
property to an 
estate tax.” 


See also Justice Robert’s dissent in Gold 
stone v. U. S., 45-2 ustc § 10,209, 325 U. S 
687, 65 S. Ct. 1323 

\ 1953 Third Circuit, 
Commissioner v. Marshall, 53-1 usre § 10,893, 
203 F. (2d) 534, is 


in this 


decision of the 


extremely 
court 
in the 


interesting 
had 


decedent's 


connection. ‘The before 


it a trust with a life estate 


wife, who also had a general power ot 


appointment, 
granted to such 


appointment In default of 


remainder was person or 
persons as would be entitled thereto undet 
Pennsylvania intestate law if she had died 
seized and possessed ot the 


The fact that the 


trust 
undet 


estate 
husband, Pennsyl 
Vania intestate law, would have 
titled to one third of the 
by the Commissioner as a 
ability The 


time 


been 
estate vas urged 
basis fot 

decedent died in 1945, at a 
Section 811(c) reached 


arising by 


when only 
reversionary 
terms of the instrument. The Tax 
(CCH Dec. 18,251, 16 TC 918) had 


as did the Third Circuit, that there 


interests express 
Court 
held, 
was no 
expressed reversionary interest. That deci- 
direct authority for 
the proposition that such an interest would 
not be under the 
nevertheless, if the expressed 
the intestate 


sion is not necessarily 


reached present law; 
reterence to 
laws does not give 
the effect 
laws not even expressed in the 


rise to 
a reversionary interest, certainly 
of intestate 


940 


December, 


1954 °@ 


Section 2037(b) provides that where 
possession and enjoyment can be 
obtained by the exercise 


of a general power of appointment, 
taxability will not result. 


instrument should not create a reversionary 
interest by operation of law. 


In any event, it is material to recognize 
the tact that Section 2037 provides a more 
liberal taxability of 
other property than is accorded transfers 
[ under Section 2042. Under 
a double test for includibility 
Even if were a reversionary 
Interest im 


rule for transfers ot 
of insurance 
Section 2037, 
exists there 


excess of cent in value 


immediately preceding the decedent’s death, 
taxability 


would not result so long as pos 
} 


Session OF 


enjoyment ot t 
obtained 


could 
surviving the 
2 there tore, to effect 
a transter, under this section, of other types 
ot property witl 


le property 
without 
It is possible 


have be en 


decedent. 


out many of the 


strict 


worrisome 


problems ot reversionary interests. 
light of the Senate 
report (pages 124, 472- 


$73) which indicates 


It seems strange in the 
Finance Committee 
an intention to elimi 
discrimination against life 
to add the 5 per cent 
rule to put insurance in a position analogous 
with that of other property—that Congress 
did not inject into Section 2042 the sur 


vivorship test which is included under Sec 


late insurance 


and finds it necessary 


tion 2037(a)(1) with respect to other types 
ot property Be that as it lav, the dis 


tinction is there with the that in 
with 


reversionary interests without regard 


transters Of insurance we 


rict 
Ss « 


to the possibility ol possession enjoy 


obtained by beneficiaries with 


out surviving the decedent 


ment being 


However, it is submitted that for purposes 


Section 2042, a reversionary interest by 
ration of law should not embrace 


sibility 


a pos 
of reacquisition solely by prospective 
\n absolute 
transter Of an 
child should be suf 
exemption within the 
2042 


inheritance or by renunciation. 


and unconditional insurance 
policy to a spouse or 
ficient to achieve 


terms ot 
It should noted that Section 


2037 (b) rejects the principle of 
the Goldstone case and provides that where 


section 


also be 
expressly 


possession and enjoyment can be obtained 
by the exercise of 
pointment, 


a general 
will not 


power of ap 
result. The 
provision in Section 


taxability 


absence of a similar 
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2042 apparently leaves the principle of that 
decision applicable to transfers of 
under 2042, with 

taxability existence of 


insur- 


ance Section resulting 


unless the such a 
general power of appointment reduces the 
value of the reversionary interest below the 


5 per cent limitation. 


here isn’t any doubt, of course, that the 
entire question of reversionary interests can 


be eliminated by use of new insurance in- 


Chis 


cleanest and simplest way, 


stead of assignment of old policies 


is certainly the 
but cannot 


always be done for health or 


financial reasons. In any event, in view 


foregoing, the use of new policies 


be unnecessary. Certainly, 


no wholesale surrender of 


t of! 


ably present some problems 


Section 2042 will 


I his sec 


wides that a reversionary interest 


It in taxabilitv only if its 
5 per 


pe 


value 
cent “ot the value of the 
v immediately before the death of the 
] 


decedent Later on the section provides 
that tl value of a reversionary interest at 


shall be termined without re 
e tact 


usual methods ot 


vt e decedent's death by 

valuation. It appears 

from this language that the 5 pei 

is to be applied to the 
] 


imm<e | 


rule 
value of the policy 
death, would in 
replacement, terminal reserve o1 


diately before which 
Ive the 


nd not the full death proceeds 
New York v. U. S., 5 
F. Supp. 375, and the 
C ommiuttec 


1950.) In tl 


3 2 USTC 
Senate 
Revenue 
a relatively 
cash value 
application of 
not leave much 
could be 


course, be 


whicl exclusion 
important, ol! 
per cent rule is not an exemp 
entire insurance 1s swept into 
he reversionary inter 
No doubt 

probl 


lems in application 


r 


nt in value 


nt rule where circumstances 
l death 
Our 


immediately before 


centage of interest 

completely 
ssible debate 
ument as to the applicability of the 


cent rule 


We are all 
taxability of 
only 
but within t 


rests and avoid —p 


fact 


must be 


aware of the that the 
tested not 
Section 2042, 


the Code, 


insurance 


he provisions of 


within t 
he other sections of 
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particularly Section 2035, covering transters 
in contemplation of death. Repeated attacks 
in the made on insurance 
transfers under the contemplation of death 
section. In addition to all the ordinary 
elements of contemplation of death, it has 
been argued 


past have been 


that by its very nature insur- 


ance is testamentary in character, and dis- 
from the death 
impossible. 
ment as the 


association motive has been 


said to be However, this argu 


sole basis fot 


taxability has 


47-2 ustc § 10,587, 
2d) 561, reversing CCH Dec. 
1403). 
that an 
period 

probably 
death 


been rejected by the courts (for example, 
Cronin v. Commissioner, 
164 F 
ie 


15,526, 
Chere is no doubt, however, 
assignment three 


immediately 


within the yea 
will 
result in includibility of the full 


proceeds 


preceding death 
reduced only by 
application of the pro rata 
Liebmann v. Hassett, 45-1 uste 
F. (2d) 247, been 
with apparent approval by the 
in a ; 


possible 
doctrine ot 
© 10,184, 148 


referred to 


W hich has 


fax © 
footnote in the Cronin case 
Liebmann case, decided by the First Ci 
an assignment of insurance was admittedly 
made in contemplation of death. The as- 
signee paid the two premiums subsequent 
to the assignment, and the full death pro 
ceeds included in the insured’s estate were 
by a pro rata portion of the total 


} 


proceeds represented by the 


ratio of the 
premiums paid by the assignee to the total 
premiums paid. Presumably this same doc 
apply today. For that 
it be well, family circum- 
stances permit, to consider having the as 
signee pay the premiums for the three years 
subsequent to This 


taxation a 


trine will reason, 
| 


it mig where 


assignment could result 
substantial 
under the pro rata test, particularly 


in the case of relatively new policies. 


in eliminating 
por tion 


trom 


After the three-year period, the 
should again be able to pay premiums with 
the contemplation-of-death risk eliminated, 
at least to the extent of taxability of the 
full death proceeds. still 
remains whether the 
premiums by the 


insured 


However, there 


some question as to 
ayment of any insured 

re than three vears after the assignment, 
ut within the three-year period preceding 
is death, will result in includibility of some 


vortion of the insurance In the 


amount 


Liebmann 
includ- 
appears to be 
vased on the theory that the premiums paid 
by the 
total 


case, the reduction in the 


ible in the insured’s estate 





assignee purchased a portion of the 
insurance and, 
by the 


hence, such portion 


purchases should be ex- 


assignee 


1 
cluded. The converse of this suggests that 
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the payment of a premium involves a gift 
of more than the payment of the premium 
itself, so that taxability on a pro rata basis 
might be urged. In a sense, it might even 
be said that the payment of each single 
premium continues the policy in full force 
and effect for another year and that ex- 
cluding adjustments to cash value, each 
premium in a sense is a gift of the full 
amount of insurance if death occurs dur- 
ing the year. That argument is untenable. 
If taxability is to result at all from premium 
payments made after the presumptive period 
but within three years from date of death, 
the pro rata concept will probably prevail 


This is, of course, an anomalous situation 
under a statute which purports to exempt 
insurance from the premium-payment test 
and inconsistent with stated 
gressional objectives of avoiding discrimina- 


seems Con- 
tion and placing insurance in the same cate- 
gory as other property. 


Aside from the fact that the payment 
of premiums directly to the insurance com 
pany may involve a future-interest question 
for gift tax purposes, it might strengthen 
minute attack 
on the idea that the premium payment was 
a gift of more than the 
involved. A _ better 

red makes gifts directly 
turn, 


to some extent any based 
dollars 
made if the 
to the 

can pay the premium. On 
ther hand, this is a very thin distin¢ 
tion in view of the 


premium 
record is 
assignee 


no, mm 


tests we have long 


considered as applicable in determining 
there were indirect 


under Section 


whether premium pay 
ments 8ll(g) of the 1939 
Code. If payment of the premiums creates 
any vulnerability, there is actually little 
between paying the premiums 
directly to the company giving the 

i condition or 
that the 
premiums. 


difference 
and 
o the assignee on 


with understanding 


in turn is to pay the 


assignee 
From 
the standpoint of the 


re cord, it also can be 


improved by making gifts of amounts other 
than tl 


amount of 


e precise 


the premium 
- 


\ gift tax Code which is 


section of the 
of interest to estate planners is Section 2515, 
relating to tenancies by the entirety which, 
by subsection (d), are defined to include 
joint tenancies in hus- 
band and wite, with right of survivorship 
Most of 
will 


W hich can be 


real estate between 


under this 
joint 
severed by the independent 

joint tenant. Such is not 
respect to tenancies by the 


the problems section 


exist with respect to tenancies, 


action of either 
the case with 


entirety, for neither tenant acting alone can 
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This dis- 
help to 
hereinafter 
mentioned, for it is apparent from the Code 
and committee reports that Congress was 
thinking primarily of tenancies by the en- 
tirety. 


break a tenancy by the entirety. 
tinction is which may well 
clarify the problems 


one 
some of 


In fact, the provision in the original 
House bill covered only tenancies by the 
entirety, and it was in the Senate that Sec- 
tion 2515 was expanded to cover tenancies 
in real estate between a husband and wife 


Section 2515(a) provides that unless the 
donor spouse elects to treat the creation of 
a joint tenancy as a gift, the creation of the 
joint tenancy shall not be deemed a trans- 
fer of property for gift tax purposes, re- 
gardless of the consideration furnished by 
each spouse. Through the elimination of 
under this section and the 
part of the prob!em 
usually associated with joint tenancies by 
virtue of the provisions of Section 1014(a) 
(9), the disadvantages of joint 
of this character are 


the gift tax 


avoidance in basis 


tenancies 
substantially elimi 
nated, although the problem of determining 
contribution still remains for estate tax 
purposes under 2040. The new 
Code at least eliminates most of the stand 
ard objections of the 
acquisitions of 
joint tenants. But many questions of inter- 
pretation and application exist in view of 
the language used in Section 2515(b), which 
provides as follows: 


Section 


planner to 
estate by spouses as 


estate 
real 


“(b) TreERMINATION.—In the 
termination of a 
other than by 


case of the 
tenancy by the 
reason of the death of a 
spouse, the creation of which, or additions 
to which, were not 


entirety, 


deemed to be transfers 
by reason of subsection (a), a spouse shall 
be deemed to have made a gift to the extent 
that the proportion of the total 


tion furnished by such spouse 


considera 
multiplied by 
the proceeds of such termination (whether 
in form of property, or 
property) exceeds the value of such proceeds 


cash, interests in 


: ” 
spouse. 


of termination 


The ‘ommittee report 
(page 480) gives an example of the ter 
mination of a joint tenancy by sale of the 
joint property 
pretation and terminology exist which are 
not answered by the Code or the 
mittee report The term 
furnished by such 
mean ¢ 


1 
such 


receive d by 


Senate Finance ( 


However, problems of inter 


com- 
“consideration 
would 
ynsideration in the sense of 
which is the sense in 
such term is used in Section 


spouse” seem to 
cost of 
which 
2515(a), and 
yet, as the subsequent discussion illustrates, 


The 


acquisition, 


this is not certain. terms “proceeds 
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The taxability of insurance, of 
course, must be tested not only 
within the provisions of Section 
2042 but within the other sections 
of the Code, particularly 

Section 2035, covering transfers 
in contemplation of death. 


of such termination” and “value of such 
proceeds of termination received by such 
spouse” are also perplexing, particularly 


when applied to a termination other than 
by sale. 


Assume that a husband puts real estate in 
joint tenancy with his wife and that she 
furnishes no part of the consideration. If 
the donee spouse conveys back to the donor 
spouse, the joint tenancy is terminated, 
and the provisions of Section 2515(b) apply. 
The donor spouse is a | spouse” for the 
purposes of Section 2515(b), and the con- 
sequences of termination from his stand- 
point will be determined as follows: The 
proportion of the total consideration fur- 
nished by him is 100 per cent, and the 
proceeds of termination will probably be 
construed to be in such case the fair mar- 

Although the words “proceeds 
termination” would seem better in re 


ferring to proceeds of sale, they are prac- 


ket value 


f 
ot 


tically meaningless unless they are construed 
to be at fair market value. Such con- 
struction will probably follow. Multiplying 
vo items gives us the fair market 
property The value of the 

rmination received by the 

to be the full market 

the entire 

he formula 

be deemed to 


purp 
contributed 
we would 
as follows 
the total consideration 
is zero (SO long as we 
ration” to relate to cost 
uisition and not to the property 
under state law, hic has 

relinquished) By construing 

ceeds of termination” to be at fair market 
value, the result is zero Since she re 
ceived no proceeds of termination, both 
sides of the formula are zero, with the 
result that there is no gift by her on termi 
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nation. Increases in market value would 
not affect the result so long as the pro- 
portion of the consideration furnished by 
her is zero. 


This is a result contrary to that under 
prior law as to joint tenancies between 
spouses and also as to joint tenancies be- 
tween other persons under the new Code. 
We have been accustomed to thinking of 
a termination by conveyance back as giving 
rise, under the general provisions of the 
gift tax law, to a second transfer for gift 
tax purposes. But do the other general 
provisions apply in case of any termina- 
tion of a joint tenancy created under Sec 
tion 2515(a)? 


Section 2515(b) is a special section deal- 
ing with the termination of a joint interest 
created pursuant to Section 2515(a), and 
is not limited to the initial transfer from 
the donor to the donee spouse. The sec 
tion, broad in scope, provides that on ter- 
mination a spouse is deemed to make a 
gift, without stating to whom such gift is 
deemed made It is arguable, therefore, 
that the general gift tax provisions, which 
would result in a second gift for tax pur 
poses in other cases, cannot be applied with 
respect to the termination of a joint ten- 
ancy, between spouses, created under the 
section 


One practical application of this inter 
pretation is the possibility of avoiding any 
gift tax in the event a sale of the joint 
property is contemplated. If the sale is 
consummated without a transfer back t 
the donor spouse and each spouse receives 

half of the proceeds, the donor spouse 
will be deemed to have made a gift to the 
donee spouse at the time of sale, withn 
the purview of Section 2515, of 50 per cent 
of the fair market value. By the simple 
expedient of a conveyance back, the sale 
could be consummated by the donor spouse 
with complete avoidance of any gift ta» 
with respect to the creation or termination 
of the joint tenancy. At first, this may 
seem a strange result, but on reconsideration 
it appears to be within the basic concept 
of Section 2515 If the transfer to the 
donee spouse is not deemed a transfer under 
subsection (a), the return of the nontaxable 
interest should be viewed as nothing more 
than a restoration of the status quo, so that 
actually there is no avoidance involved 
at all 


If the sale is consummated without a 
prior transfer back and the donor spouse 
takes the entire proceeds, it appears clear 
that from his standpoint no taxable gift has 
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accrued under Section 2515, even though 
under general property law the donee spouse 
would be half of the pro- 
It is not so clear, however, that in 
surrendering the share of the proceeds to 


which she would be entitled under general 


entitled to one 


ceeds. 


property laws, the donee spouse has avoided 
making a gift back, since it might be con- 
strued as a separate transaction independent 
of the termination. Neither the Code nor 
the committee reports make clear the posi- 
tion of the noncontributing 
purposes 


spouse for tax 
in such a case, and a conveyance 
back prior to sale appears to be safer pro- 
cedure. It at least avoids the question as 
to whether the “consideration” furnished by 
her relates to cost of acquisition or relates 
to the surrender of her property right, and 
also avoids any question as to the separate 
ness of the transactions. 


Another interesting problem under Sec- 
tion 2515(b) arises where the donee spous¢ 
who has not contributed to acquisition cost 
conveys her interest by 
third party Is 
transfer in such 
consideration 


way of gift to a 
there a second taxable 
the wife? If the 
furnished by her does not 
mean her property interest, her proportion 
of the consideration is zero, and no gift tax 
would appear to result, regardless of market 
This 
result would be n 
had reconveyed t 
the donor spouse who, in turn, had given a 
one-half interest to the third party. If 
“consideration” is to mean her property 
interest rather than the cost of acquisition, 
there would be a gift of 


Cast by 


value of the property. 
strange, but the 


different 


also seems 
end 


than if she 


one half by her 


If both the 
gift to a third 
the entire 


husband and wife convey by 
party would then own 
property, it would seem clear 
that the application of Section 2515(b) 
would result in a 100 per cent gift by the 
husband But again it is that 
no second taxable by the 
wife as to her interest In any event, the 
with respect to the number: 
of gift tax exemptions to which the husband 
would be entitled. Subsection (b) merely 
provides that he shall be deemed to have 
made a gift, but does not by its express 
terms take into account the possibility of 
a simultaneous gitt to two or 
Presumably, he would be 
made two giits for 


who 


arguable 
transter was made 


question exists 


more persons 
deemed to have 
purposes of exemptions 


though there 
ment where the wife 
party—supporting the 
transfer, the 


Even may be 


conveys to a 


some argu 
third 
absence of a second 
safer procedure would be to 
have her reconvey to the husband and then 
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Section 2503 of the new Code 
clarifies the status of gifts to 
minors and eliminates many of 
the perplexing problems we have 
faced heretofore. 


let him make the gift. 
appear to be the 
would be 


The 
either 
and appear to be 
less contradictory to normal gift tax conse- 


results may 
same way, but it 
much clearer 
quences if there were a reconveyance. Also, 
such procedure would avoid the question 
as to whether the 
by the wife” 


“consideration furnished 
is to mean her contributions 
to acquisition cost or to mean the extent 
of the property interest she possessed under 
state law and 
dominion by 
third party. 


exercised 
transfer to the 


over which she 
making the 


In the gift tax 
section of the 


area, another important 
new Code affecting estate 
planning is Section 2503, which clarifies the 
status of gifts to and eliminates 
many of the perplexing problems we have 
faced heretofore. Under Section 2503, a 
gift to a person under 21 is not to be con- 
sidered a future interest if the property 
and the income may be expended by or for 
the benefit of the 
ing the age 


minors 


donee before his attain- 
of 21, and to the extent it is 


not so expended it will pass to the donee 


and if, in the 
the donee dies before attaining 


upon his attaiming such age 


event such 
age, it will pass to his estate or as he ap 
points by general power of appointment. No 
problems of interpretation appear to exist 
at this time and all that remains from the 
planning standpoint is to take full advantage 
of the definite standards which the statute 
now provides. Certainly, the question of 
present or future interests in gifts to minors 
has always been a thorny problem and has 
resulted in far more litigation than the point 
was probably worth from a revenue stand 
point. Nevertheless, gifts to minors form 
an important part of most estate plans and 
although the statute does not permit the 
employment of trust arrangements falling 
outside its terms, nevertheless, the atmos- 
phere has been cleared with respect to small 
gifts, and future planning 
easier task. 

Section 1014 of the 
more favorable 
property 
very few 


should be an 


new Code provides 
treatment as to 
includible in the estate and, with 
exceptions, all property included 
in the gross estate will acquire a new cost 


cost-basis 
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basis as of the date of death or on the 


alternative valuation date in the event that 
is elected. The limitations placed on the 
of Section 1014 must be kept in 

The per 
from the 


application 


mind son acquiring the property 


decedent as the result of an inter 


transfer or joint is in- 
be entitled 


only if the prop- 


tenancy which 


d in the gross 


£ estate will 
the date-of-death value 


t sold, 


} +] 
tT berore the 


exchanged or otherwise 


decedent’s death 


ot sale, exchange or other 


during decedent’s lifetime, the 


iee’s basis will be determined in accord- 


ince witl ules applicable to gifts whicl 


1 
at the donor 


s basis will 
interest 


1014 


+ 


ing standpoint, Sec 


inasmuch as her 


tofore get a stepped-up cost 
basis as transterred in contem 
' 

plation 

! 
property 
penalties 


many 


r as to jomt tenancy 
a real deterrent to gifts. The 
were too great to be risked in 
cases, tor not only would the 
subjected to estate tax at 
values, but the 
with the 
rule 


Was 


trans 
fer be date-of 
saddled 
The new 
1014 should 
making of gifts which under 
have 


death donee 
donor’s low cost 
applied under 
encourage the 
old law 


was 
basis 
Section 
would been considered inad 
There appears to be every 
thing to be gained and little to be lost, even 
if death within the three-year pre 
sumptive period and the transfer is taxed 
as having made in 
death. 


visable. now 


occurs 


been contemplation of 


Several changes have been made with re 
spect to the marital 
tax purposes under 


deduction for estate 
Section 2056 and for 
under Section 2553. As 
changed, these sections permit qualification 
of two types of 
cluded from 
eliminates the 


gift tax purposes 
heretofore ex 
One change 
that there be 
trusts It is 
surviving 


transfers 
qualification 
requirement 
and distinct 
permissible for the 


separate now 
spouse to he 
given the income from a specific portion 
of a single 


appointment 


trust, together with a power ot 


over such specific portion 
This change in the law probably will not 
result in widespread departures from exist 
ing marital-deduction wills and trusts. In 


many instances, it is desirable to provide 
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direct 


ssible 


benefit 


ltingent 


+} + 
1 t 


hie 
ror @) 


] 


ample, nonmarital 


trust even during 
the lifetime of tl wife, are frequently 
provisions would be un 
appear impossible if a single 
trust were used under the provision 
of the Code Administrative matters sucl 
as the unproductive-property problem als: 
may make it desirable to 
trust approach 
gained, the trust 
under the Code will probably 
selected 
peculiar dispositive or ad 
ministrative problems and where 
administering two small trusts 
disproportionate to their yield 
The change 
the marital-deduction 
greater 
in the 


authorized Such 


workable and 


new 


continue using 
the separate Until further 


experience 1s single now 


authorized 
be used only in instances where 
there are no 
costs ot 
might be 
other made with 


provisions 


respect to 
will 
rural communities than 
Seldom do we have need to 
think in terms of legal life estates and most 
of the time we would prefer to avoid them 
because of the restrictions on 
investment which result. 

munities, such 
sidered 


finned 
use in the 


cities. 


sale and re- 
In farming com 
restrictions are not 
particularly detrimental, and on 
frequently sees legal life estates used instead 
of trusts. It is in this general area that 
greatest usage of the new provisions of the 


con 


Code, in this respect, is anticipated. 
It hardly 
broad 


needs mentioning that in the 
field of estate planning a thorough 
consideration of all sections of the 


Code will be required 


new 
The foregoing dis 
cussion is not exhaustive, and only touches 
upon some of the pertinent 
tax sections 


estate and gift 


[The End] 
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Tax Accounting 
Under the 1954 Code 


fH HE accounting provisions of the In- 

ternal Revenue Code of 1954 include 
new elective provisions relating to the 
time for taxation of income and the allow- 
ance of deductions that represent marked 
changes in the prior income tax statute. 
Depreciation, also an accounting matter, is 
another deduction that involves the time 
factor, and new provisions for the amortiza- 
tion of the cost of an asset over its useful 
life are also included in the new Code. 
The accounting sections will first be con- 
sidered, followed by comments on depre- 
ciation. 

Subchapter E of the 1954 Code is entitled 
“Accounting Periods and Methods of Ac- 
counting.” If any general statement can be 
made about this subchapter, it is that a 
sincere effort has been made to permit a 
taxpayer to bring tax accounting into closer 
harmony with financial For 
many years there has criticism of 
these provisions of the Internal Revenue 
Code on the ground that they followed 
principles that did not accord with proper 
accounting or sound business practice. In 
general, tax under the 1939 
Code employed a legalistic approach to 
both taxation of income and allowance 
of deductions. For tax purposes, income 
was taxable when it came within the control 
of the taxpayer and deductions were not 
allowed until a taxpayer became liable for 
specific individual items. On the 
side, the method used 
to being cash receipts 
example, if 


accounting. 
been 


accounting 


income 
very close 
accounting. For 
rental for a piece of real estate 
was received by a taxpayer in one year 
for a five-year rental period, he was re- 
quired to include the item as taxable income 
in the year of receipt despite the fact 
that he was required to render service in 
the form of use of the 
five-year period. 


came 


property for a 
From a financial account- 
ing standpoint, such an item would clearly 
be regarded as deferred income to be 
recorded as earned ratably over the appli- 
cable period. 
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A prime objective of financial accounting 
for costs and expenses is to charge such 
items against the income of the accounting 
period that received the benefit therefrom. 
In cases where actual costs or expenses 
cannot be determined, proper accounting re- 
quires creation of reserves through charges 
against income of the period. Under prior 
provisions of the Code, deductions were 
not allowed until the taxpayer became abso- 
lutely liable for specific expenses. Probably 
the outstanding example of such an item 
is real estate taxes. An accountant regards 
real estate taxes as ratably accruing over 
the period to which they are applicable. 
When the real estate tax period is con- 
cluded, sufficient liability would be accrued 
to absorb the charge. 
the deduction has 
taxpayer who 


In tax accounting 
been allowed to the 
was the owner of the 
estate on the date that the taxes 
a lien against the property. 
entire year’s real estate tax 
one day. 

The Congress has made a real effort 
in the 1954 Code to permit taxpayers to 
reflect income and related deductions in 
the period determined proper under ac- 
cepted financial accounting standards. This 
philosophy is present in at least three pro- 
visions of the Code, namely, the elective 
treatment of prepaid income, accrual of 
real property taxes and reserves for esti- 
mated expenses. 

Subchapter E of the 1954 Code is divided 
into three parts, namely, accounting periods, 
methods of accounting and adjustments. 
The principal change with respect to ac- 
counting periods is to bring within the 
statutory provisions the 52/53-week ac- 
counting period that is used by 


real 
became 

Thus, the 
accrued on 


many 
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businesses. While many taxpayers have 
used this method unofficially for a number 
of years, it is now their legal right to use 
such a period under the 
present Code. 


Part II—“‘Methods of Accounting”—is 
segregated into four subparts. Subpart A 
covers methods of accounting in general. 
That subpart recognizes that a taxpayer 
may have a hybrid method of accounting. 
This might mean that in a small operation 
involving inventories, the cost of sales 
items could be on an accrual basis and 
the selling and administrative expenses on 
a cash 


provisions of 


basis. This subpart also provides 
that a taxpayer may use different methods 
of accounting for each trade or business. It 
is indicated that this would allow an indi- 
vidual to report his proprietorship business 
income on an accrual basis and his personal 
income on a cash This subpart 
also codifies the prior regulation that per- 
mission is required to method 
of accounting. 


basis. 


change a 


Subpart B of Part II relating to methods 
of accounting covers the general provisions 
relating to the year in which items are 
required to be included in gross income. 
As its most significant change, this subpart 
includes the new rules with respect to the 
allocation of prepaid income to the appro- 
priate accounting period. Further 
ment on this subject will follow. 
a tax credit has been provided when a 
taxpayer changes from the accrual method 
of accounting to the 
Heretofore a 


com- 
Second, 


installment basis. 
taxpayer has paid the full 
tax twice on a portion of his income when 
such a change has been made. Last, this 
subpart eliminates the old requirement that 
a down payment was necessary in the year 
of sale of real casual sale of 
personal property in order to secure the 
benefit of the installment method of report- 
ing the income. 


estate or 


Subpart C of Part II (Sections 461-462) 
covers the taxable year in which deductions 


are taken. This includes the new rule with 


respect to the accrual of real property 


taxes and the 
estimated 


provision of reserves for 


expenses. 


Part III of the subchapter on accounting 
periods and methods is titled “Adjustments.” 
These provisions are entirely new, and 
their purpose is to overcome the rule that 
has been established through decided cases 
—that when the Commissioner 
change in the method of accounting, he 
cannot require that the entire effect of the 


torces a 
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change be included in taxable income. 
Under the 1954 Code, it is required that 
any income resulting from a change in 
accounting be included in taxable income 
whether the change is voluntary or involun- 
tary. Relief is provided for the tax resulting 
from the piling-up of income in one taxable 
year by allowing the amount to be spread 
over the current and two preceding years 
if the adjustment exceeds $3,000. 


The foregoing is a brief summary of the 
changes made by the 1954 Code under the 
general heading of “Accounting Periods and 
Methods of Accounting.” The three most 
significant changes are: (1) the treatment 
accorded prepaid income, (2) the provision 
relating to the accrual of real estate taxes 
and (3) the allowance of a deduction for 
a reserve for estimated expenses. 

The section on 
an accrual-basis 


prepaid income allows 
taxpayer to elect, within 
limitations, to apply a financial accounting 
concept to prepaid income and include the 
income as earned over the applicable period 
rather than to include the total amount 
in the year of receipt. In general, the 
limitation is that the prepaid income can- 
not be reported for taxation over a longer 
period than the year of receipt, plus the 
five succeeding This provision al- 
lows substantial relief to those taxpayers 
who have sizable amounts of prepaid in- 
come and, it may be assumed, will be availed 
of by most taxpayers who are in that situa- 
tion. 


years. 


Some examples of the types of income 
that may 
as follows: 
interest 


be covered by this election are 

prepaid rental income, prepaid 
income, income on maintenance 
and service contracts, income for transpor- 
tation and prepaid royalty income. 


The foregoing list is not all-inclusive and 
is merely illustrative of the type of items 
covered by the new section. The provisions 
of the section are quite specific and, while 
there will no doubt be numerous questions 
raised under it, the questions may be of 
specific application to individual 
and not of general 
summary, although this section not 
completely adopt the accounting concept 
of prepaid income, it makes a substantial 
step in that direction and provides for a 
much more realistic approach to the prob- 
lem than has been available in preceding 
years. 


circum- 
stances interest. In 


does 


Section 461(c) provides that a taxpayer 
may, at his election, accrue real estate taxes 
over the period to which they are applicable. 
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effort 
accounting 


This’ is another to 
treatment 
the 


year’s 


the 
ex- 


recognize 
of the 
rule 


financial 
rather than 
the 


on 


pense, under 


estate tax 


prior 


which entire real 


accrued one day. 


The Illinois situation is illustrative of the 
application of this section. In Illinois, real 
estate taxes relate to the calendar year and 
become a lien against the property on April 
1. Since they relate to the calendar year, 


it would make whatsoever 


difference 
to a calendar-year taxpayer if this electior 


were or were not made. 


no 


There would be a dif- 
ference in the case of a fiscal-year taxpayer 
As the lien date in Illinois is April 1, a 
fiscal year ending January 31, February 28 
or March 31, 1955, would 

full deduction 
fiscal vear 


include 
in the 
This would be true because the 
include April 1, 1954, which 
would entitle the taxpayer to the full 1954 
tax, plus one, two or three months of the 
1955 tax. If the fiscal year ended on April 
30 later, in 1955, the deduction, if this 
election is made, would be four to 
11 out of the full 12 months’ 
since full 1954 tax was allowed 
year. Thus the only 
this election 


those 


more 


than a year’s 1955 


year would 


or 
from 
months 
the 
prece ding 
deduction 


} 
t} 


tax 
the 
increased 
would be 
years ending in 
first three months of the calendar year 
this 
his 


estimate the 


in 


under 
of 


in 
case fiscal 
the 
In considering 
shi vuld 


and 


election, any 


tax 


taxpayer 
situation 
taxable 


review real 


estate 


effect upon his 


income 


The deduction of tor estimated 
of 
provisions and 
doubt arouse 
widespread interest on the part of taxpayers 
The this 
expenses as deductions 
th 
The 


States 


reserves 
bi 


accounting 


expenses las he 
the 


section that 


adest applic ation 


any ot new 


is the will no 


ed in business 


objective of 
11 


to allow 


uunting period that includes 
related 
report 
the 


] ] 
closely t 


whicl they are 
Committe 


vill ( 


expenses more 


Ince 


ction ontorm tax 


treatment permitting 

reason 
reserves tof estimated 
that the 


variance 


expenses. It further states 


at 
accounting 


prior 


law with 


Was, in Many cases, 


generally accepted 
all determinablk 


rted to 


principles 
liabilities 
be 


which require 


relating to repe income taken 


into account 


As is 


a new 


generally the case with 
the Code that is of 


general widespread application and must, of 


948 


provision ot 


December, 


respect to 


Section 461(c) provides that a 
taxpayer may, at his election, 
accrue real estate taxes over the 
period to which they're applicable. 
This is an effort to recognize the 
financial accounting treatment of the 
expense, rather than the prior rule 
under which the entire year’s 

real estate tax accrued on one day. 


be 


questions 


necessity, couched in general 


terms, 
numerous in considering 
its practical application, and it takes a sub- 
stantial period of time to 
questions. This is no doubt 
to Section 462 of the 
bears the title “Reserves for Esti- 
Expenses, etc.” An _ appropriate 
comparison might be the excess profits tax 
provisions relating to 
ments for abnormal 
which took some to be understood 
by both the then Bureau of Internal Reve- 
nue and taxpayers. 


The statutory 
expense is 


arise 


these 
with 


1954 Code, 


resolve 
the case 
respect 
which 
mated 


period adjust- 
expense deductions 


bas« 


time 


an estimated 
Only 


definition of 
relatively 
requirements must 


all the 


section, 


simple. three 
be met First, part 
deduction would, except tor 
be required to be taken into 
account in a subsequent taxable vear. Sec 
ond, the estimated 
tributable to the 

prior taxable 
under this 
Finally, the Secretary his delegate 
be that the amount 
be estimated with reasonable 


of 


or 


this 


be at- 
taxable 
which an 
effect. 
must 


expenses 


of 


must 
the 
ror 


income 


year or years 


election section was in 


or 


satisfied claimed can 


accuracy 


us section 1s another that 


accrual-basis taxpayer a 


availabl 
to an 
It is specifically provided, an: 
be carefully 
ipply to all 
to the 
taxpayel 


ant conditio ust 
estimated 
trade or 
cannot 


busi 
select cer- 

signihcant 
would like t 


are applicabl 


estimated expenses that he 


omit others that 


» deduct, and 
t 


o the operation, vet are 


less importance One accepts the en 


estimated 
to the business or 


package of expenses applicable 


makes no election 
Numerous questions have already 


Tor 


arisen 
with 
and it 


in connection reserves estimated 
probable that 
many more questions will arise as practical 


application of the provision is made. It is 


1954 °@ 


expenses, seems very 
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entirely possible that many of these ques 
tions will have to be resolved through litiga- 
tion, so that final answers may be a long 
way off. In_ the 

problems 


following, some of the 
encountered under this 
outlined as illustrative of the 
question that arises, tor possible 
consideration by one thinking of an election 
under this 


already 
section are 


type of 


section. 


As previously noted, 
port reters to the 
accounting 


the committee re- 
adoption of 
and 


accepted 
principles general business 
treatment of expenses as objectives of the 


section. The definition 


then provides that 
meet the thre« 
would 


number of 


an estimated expense 
qualifica 


must 
ions previously outlined. It 
entirely that a 


meet the 


appear possible 


specific expenses would statutory 


tests, vet 


accepte d 
quire the 


neither business treatment nor 


t 
accounting principles 


would re- 
provision ot 
Your attent directed 
to the provision that all estimated expense: 
applicable to the trade or 
included. It would 


one ot the first 


reserves for such 


expenses. 


1S again 


| 
business must 
appear, therefore, 
conclusions reached wit 
to this section is that 

that meet the 
should be 


election 1s 


respect all estimat 


expenses Statutory requuir< 


ments the subjects of 


made, 


reserves 
if the whether or not 
reserves for the particular expenses have 
been provided on the books or 
This 


procedure 


previously 
in the tax return. would appear to be 
| to follow; it would 


deduction 


Sal 


be possible that 
lost tl 


some 
rough the tolling of the 
of limitations if it is held at 


time that certain expenses not there- 


some 


hould have been charged 
earlier 


he creation ot addi nal 


income rf yeal 
reserves 
stimated expenses 


le clecti 


seni 
mmittee report whicl 
is to be « 


it is based on 


States 
onsidered reasonably 
reliable data 
tistical experience of the taxpaver o1 

im milar circumstances. T] 
element ot 


duced \ 


what 


experience oO} 
nother 


extent 1s a 


question is, therefore, to 
with 


responsibility ot ascertaming the experi 


taXxpavel charged 


termining what expenses 
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Another question that has arisen relates 
to the meaning of the 
in the 


word “deduction” 


statutory definition. This definition 
that the term “estimated expense” 
means “a deduction allowable by 
title.” Strictly construed, 
“deduction” include 
deductible in’ the 


income? It 


states 


this sub- 
does the term 
and 


computation of 


costs expenses 
[ gross 
be recalled that this same 
question was raised in connection with the 
abnormal expense deduction adjustment in 
the computation of the World War II 
profits this connection 
there are Optical Com 
16,629, 11 TC 608; Crow 
ynpany, CCH Dee. 17,796, 15 
and Colorado Milling & E 
CCH Dec.. 18,/73,. 1¥ TC 
that costs ot 
subject of an 


may 


eXCess credit In 


cases Universa 
pany, CCH Dec 
Burlingame ( 
TC 

Company, 
that hold 
be the 
they are not deductions trom gross income 
but are deductible 


gross income. The 


(Sec 


738, levator 
1280) 
cannot 


sales items 


adjustment because 


in the computation oi 


. : ] 
comiunittec aoes 


report 
not raise this question and, in fact, the 
inclusion of allowances 
item, would nor- 
deductible in arriving at 
profit, may indicate that deductions made 
in the [ 


be the 


ment 


sales returns and 
illustrative 


mally be 


as an which 


YToOss 


computation ot gross Income may 


treat- 


subject of estimated expense 


An example this 


question may be 


the position with 


retailet 
When merchandise is 
normally two 


First, he 


respect 
to sales ret 
returned the 


loss to the 


items ot 
loses the 
eTrOoOss 


profit 


and, s¢ cond, 


earned on the sak 


bears the handling cost of 


inspecting th oods and returning it to 


stor 


reserve for estimated 


expen items? In n 
counting treatment, the 


would be 


rmal ac- 
loss ot gross pront 
reflected the 


While tl 


computation 
PTOSS pront 


be included 


A questior with 


nnection 


profit-sharing bonuses payable, 


TY example, 

ri with 
following the yvear to which it is 
Normally there would be a pro 
vision in the agreement that, 1f the emplovee 
were 


over a ten-year period beginning 


the vear 


applicable 


separated might o1 


from service, he 
might mot be paid the bonus. Under Section 
404 of the Code, the payments would 
probably be deductible as paid. Could this 
item be a reserve for estimated 
deductible in the year to 


applicable? 


expense 
which it is 
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that has 
caused many questions to be raised under 
this section is that of maintenance and 
repairs. Particularly in operations such as 
steel, glass, oil, etc., major maintenance and 
repair costs are incurred when the con- 
tinuous facilities are shut down. 
In fact, major repairs cannot be made dur- 
ing operations and are accumulated until a 
period of shutdown. In many of these 
industries there has been a practice of 
providing nondeductible reserves in the 
financial statements to cover such 
It would appear that such items 
constitute a proper estimated expens¢ 


A general class of expense 


process 


costs. 
should 
This 
being the case, how far should a taxpayer 
properly go in providing maintenance and 
repair costs as an estimated expense? It 
might be considered applicable to painting 
and tuckpointing in the case of a building 
It might be applicable to almost any tax- 
payer who has a large number of similar 
machines or mechanical units that would 
permit the computation of statistical data. 
For example, a business involving a large 
number of automotive trucks might well 
consider whether it should provide an esti- 
mated expense reserve to cover the cost 
of the periodic rebuilding of the truck 
motors or of other major overhaul jobs. 


A question more from the accounting 
standpoint than from a tax position relates 


to a reserve for estimated expense that is 


attributable to the income of more than 


one year, such as a reserve for repair of 
a continuous process facility. If it is de- 
cided that reserve should be pro- 
vided, a calculation of the amount of the 
reserve should be made as of the beginning 
and end of the first year and the full year- 
end amount set up. Only the portion appli- 
cable to the year of election is allowable 
as a tax deduction, so the balance would 
nondeductible When 
are incurred, the portions chargeable against 
the reserve claimed for tax 
the reserve not so 


such a 


be a reserve costs 
purposes and 
will have to 
be determined. This is an accounting prob- 
lem which should be recognized when 
reserves for estimated expense are in part 


claimed 


attributable to the income of years prior 
to the year of election 


The deduction of reserves for estimated 
expenses is available only to accrual-basis 
taxpayers. The election to adopt this ac- 
counting procedure may be made without 
permission in the first year beginning after 
December 31, 1953, and ending after the 
effective date of the 1954 Code. For prac- 
tical purposes, taxpayers 


950 


therefore, most 


December, 1954 ®@ 


will have this election available for the 
calendar year 1954 or a fiscal year ending 
in 1955. As previously noted, if the election 
is made, it is applicable to all estimated 
business. The 
committee report clearly states that it will 
not apply to contingent items or any items 
in dispute. 


expenses of the trade or 


In considering this election a 
will want to know what reserves for esti- 
mated should be provided. A 
guide to this question is included in the 
Senate Finance The 
following reserve 


taxpayer 
expenses 


Committee report. 
listed therein 
reserve for repair ot 
replacement under a guarantee on products 


items ar¢ 
for cash discounts, 
sold, reserve for sales, returns and allow- 
freight 
discounts, 


reserve for allowances, re- 
quantity reserve for 
vacation pay and reserve for liabilities under 


self-insured injury and damage claims. 


ances, 


serve for 


It is apparent that the foregoing list is 
not meant to be all-inclusive and is illustra- 
tive of the type of items that may be 
included. In addition, the taxpayer should 
review the expense accounts and its policies 
and procedures to determine what additional 
expenses will be incurred in the future 
that are attributable to the income of the 
current or prior years. For example, the 
taxpayer may incur collection i 
the realization of his year-end 
receivable that should be the 
reserve. In the year-end 
accounts, consideration 
the cost of taking and computing the in- 
ventories, the annual audit fee, and the 
cost of printing and distributing the annual 
report to shareholders. These are merely 
examples of items that will be brought up 
for consideration through a careful review 
of a taxpayer’s accounts. 
no doubt, arise in the future 
of the items included, and may be 
disputes with the Internal Revenue Service 
over the propriety of including one or more 
items. A taxpayer should this 
fact in making this election 


expense in 
accounts 
subject of a 
closing of the 
may be accorded 


Questions will, 
about some 


there 


rece yenize 


A parenthetical phrase included in Sec- 
tion 462(a) of the 1954 Code has caused 
question as to the extent of the Secretary’s 
authority in this area. The section states 
that: “In computing taxable income for the 
taxable year, there shall be taken into ac- 
count (in the discretion of the Secretary 
or his delegate) a reasonable 
estimated 
applies.” 
report 


addition to 
expenses to 
The Senate 
States that this 


each reserve for 
which this 
Finance 


section 
Committee 
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The deduction for depreciation is 
included in Section 167 of the 

Code. This section made several 
changes in the prior statute, the most 
significant of which is provision 

for the use of the sum of the 
years-digits method and the 
declining-balance method 

of computation of depreciation. 


parenthetical 
committee, 


phrase was added by that 
that the purpose of its 
inclusion was to conform the administrative 
control in this area with the control pro- 
vided in Section 166, relating to reserves 
for bad debts. The administrative control 
with respect to bad debts 
extends primarily to the amount of the 
and the annual additions thereto. 
It would, therefore, appear that the discre- 
tion of 1 


and 


reserve for 
reserve 


the Secretary in connection with 
reserves for estimated expenses does not 
extend to the point of allowing him to deter- 
mine what expenses may not be 
the subject of a reserve for estimated ex- 
penses but, rather, gives 
over the amount to be 
tion to such reserve. 


may or 


him discretion 
allowed as an addi- 


The statute specifically provides in Sec- 
tion 462(e) that deductions attributable to 
income of years prior to the year of elec- 
tion are to be allowed in the same mannet 
as if the provision for reserves for 
mated had not 


election in 


esti- 
expenses 
Therefore, if the 
made, the 
a double 
year ot 


enacted. 
question is 
taxpayer receives the benefit of 
deduction for expenses in the 
that expenses 
are charged off in the same way as previ- 
ously and, in addition, the deductible re- 

at the end of the year are allowable. 
The taxpaver, 


been 


election. In year, 


therefore, has the advantage 
of reducing its tax liability and, presumably, 
so long as it is engaged in the trade o1 
use of the amount of 
which its tax liability has been 
Another benefit that may accrue 
to a taxpayer in this election is that it more 
accurately reflects expenses in relation to 


business, has the 
money by 
reduced. 


income and should, therefore, more prop- 
erly reflect taxable Its effect should 
be to to an extent, peaks and 
valleys in taxable income. 


income. 
level out, 


that 
situations is 
that the 


\ question will, no doubt, arise in 
whether it is 


reserves for estimated 


many necessary 


expenses 
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elected for tax purposes be reflected in 
the books of account and the financial 
statements. Not even tentative regulations 
have yet been issued under this section, so 
the position of the Secretary on this point 
is unknown. In general, it would be de- 
sirable to include all such reserves in 
the taxpayer’s financial accounting, as the 
Secretary or his delegate may assume such 
a position. 


At this date the Commissioner has not 
issued his proposed regulations covering 
this section. We, therefore, do not know 
what his interpretation of the various pro- 
visions may be. The regulations may be of 
material help in assisting taxpayers to reach 
a decision on whether or not this election 
should be made. On the other hand, it is 
possible that this section will give rise to a 
substantial amount of litigation, and many 
of the basic questions involved may not be 
answered for a long period of time. In 
the meantime, in filing a tax return for 
the calendar year 1954 or for a fiscal 
vear ending in 1955 and in closing the 
accounts for that year, a decision must be 
reached on whether or not this election 
should be made. If there is interest in 
the election, the taxpayer should carefully 
review the various and consider 
reserves for the items that fit the statutory 
definition, namely, part or all of which 
would, except for this section, be taken 
into account in a subsequent taxable year, 
which are attributable to the income of the 
taxable year or a prior year covered by the 
election and which, based upon experience, 


expenses 


can be estimated with reasonable accuracy. 


The deduction for depreciation is included 
in Section 167 of the Code. This section 
made several changes in the prior statute, 
the most significant of which is provision 
for the use of the sum of the years-digits 
method and the declining-balance method 
of computation of depreciation. The im- 
mediate question with respect to this sec- 
tion is: Under what method should a 
taxpayer compute depreciation of 
acquired after December 31, 
tax year ending after that date? 


assets 


1953, in any 


It is assumed that the reader is familiar 
with the computation of depreciation undet 
the declining-balance and sum of the years 
digits methods, so no detailed discussion of 
computations will be undertaken. It is 
sufficient to that under these methods 
substantially greater depreciation is allowed 
in the earlier years of life of the asset, and 
the annual charge gradually diminishes or 
is completely eliminated. The 


say 


announced 
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for the adoption of these methods 
computing depreciation to stimulate 
industrial production. 


The depreciation provisions of 
are of the few 
1953 fiscal-year returns. This true be- 
the accelerated depreciation methods 
may be applied to any asset acquired after 
December 31, 1953, that 
These methods are not available in t 
of ndhand 


previously been 


reason 


or Is 


Code 


sections affect 


the 
ne that 
is 
causé 


is 


use. 


new in 


e case 
that 
Provision 
construction 


S¢ machinery, buildings 


useé d, 


co 
have etc. 
been n 


has ade for assets undet 


at December - q 53, and the accelerated 
} 


1) 
aey 


reciation metho al applic: rl 
portior 
December 


itil 


and extent 
the accel 


! 
a taxpayer is 
f computing de- 


he may a method of com 


puting depreciation to be used with respect 


t 
In 


elections with 


each specific item succeeding years 


respect 
year. \ 
not use 


} 
i 


lay make similar 


assets acquired in each 


many taxpayers do item 


yr depreciation but do use what 


gulations refer to as group accounts 


be 
] 


and 


example, separate accounts 


buildings, 


may 
maintained for machinery 
equipment, once 
automobiles, etc. 
the 

to 

additions acct 
constitute amount 
subject of an election in the 


machines, othice furniture, 
It is understood that the 
position of Internal Revenue Service 
with respect i 
that the 


a yecat 


such 
to 
an 


asset accounting 
sunt during 
which the 
manner 
that an item is the subject of an election 
under item For example, a 
taxpayet use the declining- 
method with respect to the 1954 

to machinery and equipment. 
With re spect to these additions, the declin- 
ing-balance method must be continued with 
the exception that the statute the 
taxpayer the right to change to straight-line 
depreciation accounting at any time. With 
respect to the 1955 additions to machinery 
and equipment, the taxpayer has the right 
election. Thus, for those addi- 
approved method may be used, 
which method must thereafter be continued 
With the 


election 
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1S 
Cal h 
is 


Same 


accounting 


may elect to 
balance 


additions 


gives 


to a new 


tions, any 


respect to 1956 additions, a new 


available 


iS again 


December, 


The regulations promulgated under th« 
prio1 of the Code 
provided that in the computation of depre- 
ciation, 
Ina 
and 


depreciation section 


salvage value was to be recognized 
cases this was not done, 
the 


Reference to salvage value is 


great 


the 


many 


entire cost basis of asset 


was 
depreciated. 
made in numerous places in the proposed 
regulations 


straight-line 


new It is provided thi 
sum of the 
accounting methods, 
be recognized. It 
recognition accorde 
when the 


It 


substantial ch 


or 
depreciation 
Value must 
that 


value 


no 


is 


declining-balance 


is used. is quite possible 


ot the ans 


tion 0 depreciatu n, tl 


be 
vill 


rast d 


have 


value will 


future and 


tr 

The 
results 
expens¢ 
annual charge 
In computing 
comparison 
sults. It 
to 
purposes 


Wit 
may further 
annual charges 


ot 


have <« qual 


ot 


able 


bonuses, co! 


computation 
to 
taxpayers 


tributions 
Some 


trusts, etc 
ight-lin« 
depreciation case 0 
buildings that but that 
accelerated depreciation is desirable in the 
ot 
chinery 


profit-sharing 
teel that 


preterable in 


may Str 
the 
1 


long life, 


have a 


shorter-lived 
Accelerated on ma 
chinery should tend to level out its operating 
cost maintenance expenses be 
the machinery olde 
and depreciation changes will be declinins 


case assets, such as ma 


depreciation 
since will 


increasing as grows 


For those companies who may be in need 
of additional working capital, the acceler 
ated depreciation computation will allow 
them to reflect higher expense in the earlier 
years and thus reduce their tax liability 
The more rapid recovery of cost will, of 


course, the 


increase available 


working capital. 


amount ol 


Since the accelerated depreciation methods 
are not available in the case of used assets, 
taxpayers desirous of using the accelerated 
methods may be disposed to favor the 
purchase of new assets rather than used o1 
secondhand items. 


The accelerated 
influence or 


methods 
to 
equip 


depreciation 
cause a taxpaver 
machinery 


may put 


chase new items and 


ot 


nent which will improve its operations 


Some might purchase 


1954 


companies certam 
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machines it a substantial part ot 
be depreciated in a relatively 
| us¢ 
that period of years 
rather 


the 


distant 


tutu 


amortize cost 


purchas¢ 


Vy and 
months 
celerated 

it recovery 
and, at the 
cost will be 
methods 
a sak shou d 


SS, whicl 


} 


numbe1 

1954 C 
nay use 
its books and 
compute its tax 


] 
accelerate 


hardly be 
straight-line 
and show the 
actually payable. 


1s Slgnificant, since it could 


deemed prope to reflect only 
depreciation the books 
tax | 
In order to 
the reduction in 


reserve as 
Situation, 
tax } 1 be recorded 
account reflected Im 
statement. It is under- 
service 


| | 
correctly I I the 


in a reserve and not 


loss 
Internal Revenuc¢ 


dual 


records are maintained 


will permit such a depreciation 


putation if adequate 


com 


to support the claimed tot 


tax 


depreciation 


purposes 


rhe new depreciation provisions and the 

1 regulations are reasonably 
lhe accelerated deprec ation meth 
s permit the cost of assets to be amortized 


re rapidly, There are many facets to the 


methods should 


+} 


problem of whether the 
be adopted, j 


and | tier or n 
used 


new 


ey a4 


may well 


upon the financial 


prospects and the 


t 
particular taxpayer. If a 
difficulty in deciding this 


method 
may be 


declining bala Ce 
aban 


in favor of straight-line 


holds certain advantages: It 
y time 
. . 1 } 
mple computation and 
administer; and the 
, 
alue may be ignored 


[The End] 
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had 
the 
lan- 
to permit a 


taxpayer to recover tax free what the 


what someone 
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right to 
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Topic: Partners and Partnerships 


Chairman: James D. Head, of 
Winston, Strawn, Black and Towner, Chicago 


Partners and Partnerships: 
Contributions, Distributions and Transfers 


Under the 1954 Code 


"EI. HE Internal Revenue Code of 

devoted one paragraph of statute’ to 
the subject of partnership contributions, 
distributions and transfers, and two para- 
graphs of regulations* were promulgated 
thereunder. The same subject occupies the 
better part of nine pages of statute in the 
Internal Revenue Code of 1954, and, for 
all we know, the regulations may well ex- 
ceed Forever Amber 


1939 


at least in length! 

Although the provisions of the 1954 Code 
which deal with partnership contributions, 
distributions and transfers, Sections 721-755, 
are lengthy and complex, the propositions 
which these provisions seek to establish can 
be simply stated. It would perhaps be help- 
ful first to state these propositions, compar- 
ing them to prior law, and then to discuss 
the mechanics of the statute by which these 
propositions are effectuated, and certain 
questions and problems which are of 
cern to tax practitioners. 


con- 


(1) No gain or loss shall be recognized 
upon the contribution of property to a part- 
nership, and the basis of the contributed 
property shall carry over to the partner- 
ship? This represents no change in the law.‘ 


(2) Upon a current distribution by a part- 
nership, ordinarily no gain or loss will be 
recognized, and any property distributed 
1 1939 Code, Sec. 113(a)(13). 
* Regs. 118, Secs. 113(a)(13)-1, 113(a)(13)-2 
* New Code, Secs. 721-723. 

* 1939 Code, Sec. 113(a) (13). 
®’ New Code, Secs. 731, 732. 

® 1939 Code, Sec. 113(a) (13). 
* New Code, Secs. 731, 732, 
* 1939 Code, Sec. 113(a) (13). 
* New Code, Secs. 736(a), 753 


736(b) 
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will retain in the hands of the distributee 
the basis it had in the hands of the partner- 
ship.” The “carry-over basis” theory is a 
departure from prior law, which provided 
that distributed property would have as its 
basis in the hands of the distributee a 
“properly allocable” portion of the distrib- 
utee’s basis for his partnership interest.® 

(3) Generally, distributions in kind in 
liquidation of the interest of a partner in 
partnership property will not result in rec- 
ognized gain or loss, and the distributed 
property will take as its basis in the hands 
of the distributee an amount equal to the 
adjusted basis of the distributee’s partner- 
ship interest.’ This corresponds to prior law. 

(4) Payments made in liquidation of the 
interest of a retired or deceased partner, 
to the extent they are not made in exchange 
for an interest in partnership property, will 
constitute ordinary income to the recipient.® 
It is the intention of this proposition to 
settle a very vexing problem under prior law.” 

(5) Gain or loss on the transfer of a part- 
nership interest shall be considered as gain 
or loss from the sale or exchange of a cap- 
ital asset." This represents a 
of existing law.” 
” Carol F. Hall, CCH Dec. 19,346, 19 TC 445 
(1952); Raymond 8S. Wilkins, CCH Dec. 15,310, 
7 TC 519 (1946), aff'd, 47-1 ustc § 9270, 161 F 
(2d) 830 (CCA-1); Charles F. Coates, CCH Dec 
15,224, 7 TC 125 (1946); W. Frank Carter, CCH 
Dec. 9671, 36 BTA 60 (1937). 

1 New Code, Sec. 741. 

2G. C. M. 26379, 1950-1 CB 58; U. S. v 
Shapiro, 50-1 ustc § 9116, 178 F. (2d) 459 (CA-8, 
1949) ; Commissioner v. Lehman, 48-1 ustc § 9121, 
165 F. (2d) 383 (CCA-2), cert. den., 334 U. S. 819 
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6) The basis of partnership property 
may be adjusted to reflect certain gains and 
losses on distributions of partnership prop- 
erty and certain increases and decreases in 
the basis of partnership interests resulting 
from transicrs of partnership interests.” 
This optional treatment is completely at 
Variance with prior law.” 


(7) To the extent that the partnership 
property consists of either unrealized re- 
ceivables or inventory items which have 
appreciated substantially in value, a partner 
shall not escape paying tax at ordinary rates 
on his pro-rata share thereof, regardless of 
whether he sells or exchanges his partner- 
ship interest or receives distributions in 
liquidation of his partnership interest.” This 
represents a departure from prior law with 
respect to sales and exchanges,” but not 
necessarily so with respect to distributions 
in liquidation 


Contributions 


Che first of the foregoing propositions 
that no gain or loss is to be recognized upon 
the contribution of property to a partner- 
ship and that the basis of contributed prop- 
erty shall carry over to the partnership—is 
stated quite simply in Sections 721-723 of 
the 1954 Code, and requires little comment, 
since it is generally regarded as a codifica- 
tion of existing law. One question which 
will undoubtedly be raised in the future is 
whether such codification will change what 
was thought by the Internal Revenue Serv- 
ice to be the rule, that a contribution of 
installment obligations to a partnership would 
be considered a “disposition” thereof, upon 
which gain or loss would be recognized.” 
The position of the Service was apparently 
based upon the existence of specific statu 
tory language in Section 44(d) of the 1939 
Code decreeing taxability.”. Now there is 
at least equally specific language in the 
statute decreeing nontaxability. Based upon 
the precedent furnished by the Advance 
Aluminum Castings Company case, where 
the tax-free liquidation provisions of Section 
112(b)(6) of the 1939 Code were held to 
override the provisions dealing with the 


13 New Code, Secs. 734, 743, 754, 755. 

4 Robert E. Ford, CCH Dec. 15,034, 6 TC 499 
(1946), acq., 1946-2 CB 2, held that transfers of 
partnership interests do not effect changes in 
the basis of partnership property 

15 New Code, Secs. 732(c)(1), 735, 736, 741, 751. 

1% See footnote 12. 

17 James W. McAfee, CCH Dec. 16,081, 9 TC 
720 (1947); Raymond 8S. Wilkins, cited at foot- 
note 10: but see Swiren v. Commissioner, 50-2 
ustc § 9384, 183 F. (2d) 656 (CA-7), cert. den., 
340 U. S. 912. 
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disposition of installment obligations, it 1s 
probable that a contribution of installment 
obligations will be held not to constitute 
a “disposition.” 


Distributions of Property 


The second and third of the foregoing 
propositions deal with recognition of gain 
or loss and basis determination with respect 
to current and liquidating distributions by 
a partnership. Section 73l(a) of the 1954 
Code provides that gain shall be recognized 
on any distribution only to the extent that 
money in excess of the distributee partner’s 
adjusted basis for his partnership interest 
is distributed. Loss shall be recognized only 
upon a liquidation distribution where nothing 
other than money, unrealized receivables 
and inventory is distributed, to the extent 
that the adjusted basis of the partner for 
his partnership interest exceeds the sum of 
the money and the basis to the distributee 
partner of such receivables and inventory 
Any gain or loss thus recognized to a part 
ner is considered as gain or loss on the sale 
or exchange of his partnership interest. 
Section 731(b) provides for the nonrecog- 
nition of gain or loss to the partnership on 
a distribution. Section 731(c) provides that 
Section 731 shall not apply to payments 
made to a retiring partner or a deceased 
partner’s successor in interest, to the extent 
such payments are considered not to be 
made in exchange for an interest in partner 
ship property, and that Section 731 shall not 
apply to the extent that a distributee part- 
ner receives more or less than his pro-rata 
share of unrealized receivables or appre 
ciated inventory items 

The term “appreciated inventory items” 
is here used to describe inventory which 
has appreciated substantially in value, as 
defined in Section 751. It should be noted 
that loss may be recognized where inven- 
tory is distributed in liquidation, regardless 
of whether such inventory has appreciated 
substantially or not. 

Section 732(a)(1) provides that in a current 
distribution of property other than money, 
the basis of such property to the parnership 


JT. T. 3293, 1939-1 CB (Part 1) 183 

% 1939 Code, Sec. 44(d); new Code, Sec. 453 
(d); see Rhett W. Woody, CCH Dec. 19,322, 19 
TC 350 (1953), acq., I. R. B. 1954-21, 4; Goldberg 
v. Commissioner, 51-2 ustc { 9380, 189 F, (2d) 
634 (CA-2) 

2 Advance Aluminum Castings Company wv 
Harrison, 47-1 wstc £9113, 158 F. (2d) 922 
(CCA-7, 1946) 





shall carry 
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over into the hands of the dis- 
Section 732(a)(2) limits the fore- 
going by providing that the basis shall not 
exceed the adjusted basis of the distributee’s 
partnership interest, reduced by any money 
distributed 


Section 732(b) states that upon a /iquida 
tion distribution, the basis of property other 
than money distributed shall be an allocable 
portion of the adjusted basis of the distrib 
partnership interest, reduced by any 
money distributed 


utee’s 


Under Section 732(c), in a liquidation dis- 
tribution, or in a current 
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desk were sok Lhe purpose ot these 


course, 1s to in 


sure a carry-over of basis on unrealized 


receivables and 


ordinary 


inventory 
will 


| 
items, so that 


result in full measure 


on their subsequent disposition 


iIncomic 


However, 
a capital loss is often useless in large part, 
and the result seems quite harsh in view of 
the fact that permitting a “stepped-up basis” 
for unrealized receivables and inventory 
items would hardly open the door to whole- 


sale tax avoidance 
21G. C. M. 20251, 1938-2 CB 169 
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December, 


no provision for a payment with respect to 


1954 e 


The provision of Section 732(c)(2) which 
requires the allocation of the portion of the 
adjusted basis of 
ship interest 


the distributee’s partner- 


not allocabie to money, 


realized receivables, or 


un 
items, to 


inventory 
the remaining distributed properties in pro- 
portion to their adjusted bases to the 
nership, is contrary to 


part 


prior law, under 
basis was allocated in proportion to 


the fair market value of assets distributed 


which 


Che change was apparently designed to pre- 
vent a distributee from high 
basis tor depreciable property had 
been depreciated fully by the partnership. 
At least in the case of liquidation distribu- 
tions, it is doubtful that the inequitable tax 
advantages will 


justity the in 


receiving a 


which 


which this change 


sufficient 


remove 


are of gravity 
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basis allocation 
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receivables or inventory items are involved, 
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the increase in basis only applies to prop- 
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time the distributee acquired his partner- 


ship interest and at the time of the distribu- 
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tion. It would seem that if a receivable has 
been “unrealized” for two years, it would 


probably have no basis at all. Also, two years 


seems a long time for inventory turnover. 


The Senate Finance Committee report 
(Senate Report 1622, Eighty-third Con- 
gress, Second Session) states, at page 392 
“Assume further that the transferee part 
ner’s interest is liquidated within 2 years 
aiter the purchase and he can show that 
60 percent of the partnership inventory 
present at the time of the transfer is still 
owned by the partnership.” It will be inter- 
ig to see what position, if any, will be 
taken in the regulations with respect to the 
identification of inventory. If the position 
is taken that the method of identification 
employed by the partnership is to govern, 

LIFO 


inequities will result. Under the 
inventory identification, the trans 


method of 


feree partner could probably show that sub- 
ally all the inventory present at the 
time of the transter was still owned by the 
partnership, while under the FIFO method, 

( ransteree partne! 


probably could not 
at any was still owned. 


Show t 

The Senate Finance Committee report 
states that Section 732(d) includes a trans 
ter “upon the death of a partner a ae ca 
doubttul that this language intends to com 
prehend a situation other than one where 
the decedent’s estate or a legatee of the 


decedent actually 


continues aS a partne! 
under the terms of the will or partnership 


agreement, since Section 732(d) by its terms 





to “a partner” who acquired 
erest by transfer Section 761(b) de 
nes “partner” as meaning a “member of 
* Where the estate merely 
stands in a quasi-creditor relationship to the 
surviving partners, as would be the situa 
on under the Uniform Partnership Act 
absent agreement to the contrary, it cannot 
be characterized as a “member” of the 


partnership 


Section 732(d) further provides that the 
Secretary or delegate may by regulations 
require the application of this section, whether 
or not the distribution is made within two 
vears of the transfer, if, at the time of the 
transfer, the fair market value of the part 
nership property, other than money, ex 
ceeds 110 per cent of its adjusted basis to 
the partnership. According to the Senate 
report,” this provision was intended to cover 
this sort of situation: C purchases A’s in 


terest in a partnership for $100,000, at which 


2S. Rept. No. 1622, 83d Cong., 2d Sess., 


p. 391 
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time half the partnership property is land 
costing $5,000 and worth $55,000 and depre- 
ciable assets with a basis and value of 
$45,000. If an immediate distribution in 
liquidation were made, under the rules of 
Section 732(c)(2), C’s $100,000 basis would 
be allocated to these prope rties in propor- 
tion to their adjusted bases to the partner- 
ship—$10,000 ($5,000/$50,000 times $100,000) 
to the land and $90,000 ($45,000/$50,000 
times $100,000) to the building. Thus, states 
the Senate report, C would in effect apply 
as the basis of the depreciable building an 
amount which he paid for the nondeprecia- 
ble land. The report then states: “To pre- 
vent this result, the regulations may require 
C to allocate to the land that portion o! 
the basis of his interest properly allocable 
thereto, 





000. The depreciable property 
will then take a basis of $45,000.” 


While the foregoing example illustrates 
rather clearly the manner in which the man- 
datory application of Section 732(d) can 
avoid a result deplorable to the revenue, it 
unfortunately gives the impression that the 
provision was designed solely to prevent 
tax avoidance, rather than to prevent dis 
tortions unfavorable to the taxpayer as well 
is those unfavorable to the government. It 
is hoped that the Secretary will not construe 
the provision so narrowly in framing his 
regulations, since much could be done under 
this provision to avoid unrealistic 


t 
1 


alloca- 
ons of basis. 


Payments upon Retirement or Death 


The fourth proposition sought to be 
established by Part II of subchapter K is 
that payments made in liquidation of the 
interest of a retiring ofr deceased partner, 
to the extent not made in exchange for 
interest in partnership property, are to be 
treated as ordinary income to the recipient 
and not included in the income of the re 
mainmmg or surviving partners, Section 736(a) 
provides that such payments are to be con 
sidered as a distributive share of partner- 
ship income to the recipient if determined 
vith regard to the partnership income, and 
as a guaranteed payment under Section 707(c) 
if not so determined. Section 736(b)(1) 
states that to the extent that payments are 
considered, under regulations to be made in 
exchange for an interest in partnership prop 
erty, they shall be treated as distributions 
by the partnership. Section 736(b)(2) states 
that payments for unrealized receivables or 
good will, if the partnership agreement makes 


*% Rept. cited at footnote 22. 




































































































































































































































































































































































































































































no provision for a payment with respect to 
good will, shall not be considered payments 
for an interest in partnership property. 
This section represents a marked depar- 
ture from existing law. As pointed out by 
the Finance Committee report,” payments 
made to a retiring partner or to the estate 
of a deceased partner may represent in part 
a capital interest, in part an interest in un- 
realized fees or appreciated inventory, and 
in part a mutual insurance arrangement 
among the partners, and existing case law 
offered no consistent approach. In many 
cases, the courts seem to have felt con- 
strained to hold that payments were either 
payments for a capital interest, or payments 
in the nature of mutual insurance, in their 
entirety. Section 736 permits these pay- 
ments to be allocated under regulations 


Such regulations will probably approach 
the problem by allocating as payments for 
a capital interest an amount equal to the 
partner’s pro-rata share of the fair market 
value of the partnership property, other than 
unrealized receivables and good will (in the 
absence of an agreement with respect thereto), 
and allocating the balance as distributive 
income under Section 736(a). Of course, 
wary taxpayers will be unwilling to entrust 
the valuation of partnership properties to 
the whim of the district director’s office and 
will either specify the method of valuation 
in the partnership agreement, state the value 
in a bill of sale, or do both. Such valuations 
by the parties, if reasonable, should be given 
great weight in the ordinary situation, since 
they are of necessity arm’s-length bargains.” 
Whatever the retiring partner or deceased 
partner’s successor in interest receives as 
a payment in exchange for his interest in 
partnership property is considered a non- 
deductible capital expenditure to the 
maining or surviving partners. 


E- 


The provision in Section 736(b)(2), that 
payménts made for good will shall not be 
considered as amounts paid for an interest 
in partnership property, except to the extent 
that the partnership agreement provides for 
payments with respect to good will, was 
undoubtedly designed to avoid litigation in 
every case where payments were made in 
excess of the fair market value of the re- 
tired or deceased partner’s interest in tan- 


gible partnership property. The question, 


of course, is: Did the partnership have any 
good will to which such excess payments 
could be allocated, rather than considering 
them a distributive share of income? This 
provision the matter at rest where 
there is no provision in the partnership 
agreement, and it could have settled the 
good will question, even where there was 
an agreement, by adopting such agreement 
for tax purposes, had the Senate report not 
stated: “Where the partnership agreement 
provides for payments with respect to good- 
will, such payments may not exceed the 
reasonable value of the partner’s share of 
partnership goodwill.” ™ 


sets 


It would seem that in the area of good 
will, an absolutely arbitrary provision would 
have been preferable to a provision which 
requires a determination of the “reasonable 
value” of good will, which is at best an 
educated guess. At any rate, the Senate 
apparently intended by its comment only 
to reach cases of flagrant unreasonableness, 
since it removed from the House bill a 
statutory provision which would have 
required in every case a determination of 
the reasonableness of amounts paid for 
good will. A further question which will 
undoubtedly be raised under Section 736 
(b)(2) What treatment will be given 
where the partnership agreement has been 
amended after the death of a partner to 
provide for payments for good will to the 
estate of that partner? 


is: 


To the extent that payments made to 
a deceased partner’s successor in interest 
are considered distributive income under 
Section 736(a), Section 753 provides that 
they are considered income in respect of 
a decedent under Section 691. Consequently, 
such payments, which include payments for 
unrealized receivables and certain payments 
for good will, as noted above, will have no 
basis under the terms of Section 1014(c), 
but will entitle the recipient to a deduction 
for federal estate taxes attributable thereto, 
under Section 691(c). 


Perhaps many of the problems of Sec- 
tion 736 could be avoided by distributing 
property of the partnership in kind to the 
retiring partner or the deceased partner’s 
successor—it is doubtful whether such dis- 
tribution could be considered a “payment” 
under Section 736.” 





** Rept. cited at footnote 22. 

% See cases cited at footnote 10. 

* At least, where the parties are in compar- 
able tax brackets and no family relationships 
are involved. 

77 Rept. cited 


at footnote 22, p. 395 
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tribution was limited to the adjusted basis 


at ae 2 aan meme memtnees, eben eenat 


December, 1954 @ 
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2 Bailey v. Commissioner, 39-1 ustc { 9491, 
103 F. (2d) 448 (CCA-5); Henry L. Moses, Err. 
vw. U. 8., 39-2 ustc 9 9611, 28 F. Supp. 817 (DC 
N. Y.); Ray v. Nethery, 255 S. W. (2d) 817 
(Mo., 1953); Indiana Department of Revenue v. 
Colpaert Realty Corporation, 109 N. E. (2d) 415 
(Ind., 1952). 
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Transfers 


Section 741 codifies the fifth proposition 
—that upon the sale or exchange of an 
interest in a partnership, gain or loss shall 
be recognized to the transferor, and, to the 
extent not attributable to the transferor’s 
interest in unrealized receivables or in- 
ventory items, such gain or loss shall be 
considered as gain or loss upon the sale 
or exchange of a capital asset. Little com- 
ment is required here. It might be pointed 
out that if a retiring partner or a deceased 
partner’s successor were entitled to a pay- 
ment for good will, and no_ provision 
therefor had been made in the partnership 
agreement, the operation of Section 736 in 
causing the payment to be treated as ordi- 
nary income could apparently be avoided 
by selling the partnership interest to less 
than all the remaining or surviving part- 
ners, and possibly by selling the interest 
to all such partners, in their individual 
capacities 


Adjustments to Basis 
of Partnership Property 


We now come to a discussion of the sixth 
proposition—that the basis of partnership 
property can be adjusted to reflect certain 
gains and losses on distributions of part- 
nership property and certain increases and 
decreases in the basis of partnership in- 
terests resulting from transfers of part- 
nership interests. 

Such adjustments are made only if the 
partnership has filed an election under Sec- 
tion 754. Such election is effective for the tax- 
able year for which filed and for all succeed- 
ing taxable years, and may be revoked only 
under regulations. The Senate report indi- 
cates™ that such revocation will be per- 
mitted only where changed circumstances 
have caused the basis adjustments to be- 
come administratively burdensome. 

Section 734(b) makes provisions for basis 
adjustments with respect to distributions of 
partnership property in four situations. Sec- 
tion 734(b)(1)(A) provides that the basis 
of partnership property shall be increased 
by any gain recognized to a distributee 
under Section 731(a)(1). It will be recalled 
that under Section 731l(a)(1), gain was 
recognized only to the extent that money 
distributed exceeded the basis of the dis- 
tributee for his partnership interest. Sec- 
tion 734(b)(2)(A) provides that the basis 
of partnership property shall be decreased 
by any loss recognized to a distributee 


under Section 731(a)(2). It will also be 
recalled that under Section 731(a)(2), loss 
was recognized upon a liquidation dis- 
tribution only to the extent that the dis- 
tributee’s basis for his partnership interest 
exceeded the sum of money distributed 
and the basis to the distributee of unrealized 
receivables and inventory, and then only 
if nothing were distributed other than money 
and such property. These provisions ap- 
parently recognize the economic facts that 
where there is a gain to a distributee, the 
partnership has in effect purchased the 
distributee’s interest in appreciated partner- 
ship property, and that where there is a 
loss to the distributee, the distributee has 
in effect repaid the partnership for his 
share of the depreciation in value of part- 
nership property. For example, assume 
that a partnership had as its only assets 
cash of $30,000 and land which had a basis 
of $30,000, and that the three partners had 
an aggregate basis of $60,000. Partner A, 
a one-third partner with a basis of $20,000 
for his partnership interest, retires, and pay- 
ment in liquidation of his interest in part- 
nership property is to be made in cash. 
If the land is now worth $36,000, A will 
receive $22,000 (one third of $66,000, the 
cash plus the value of the land) and will 
have a gain of $2,000. If the land is now 
worth only $24,000, A will receive only 
$18,000 (one third of $54,000, the cash plus 
the land value) and will have a loss of 
$2,000. Under Section 734(b), if the part- 
nership has made its election under Section 
754, the basis of the land to the partnership 
will be either increased by $2,000 or de- 
creased by the same amount, reflecting the 
realization by A of his share of the ap- 
preciation or depreciation in the value of the 
land. 

Under Section 734(b)(1)(B), the basis 
of partnership property is to be increased, 
in the case of distributions to which Sec- 
tion 732(a)(2) or Section 732(b) applies, 
by the excess of the adjusted basis of the 
distributed property in the hands of the 
partnership over its basis in the hands of 
the distributee. Under Section 734(b)(2) 
(B), the basis of partnership property is to 
be decreased, in the case of a distribution 
to which Section 732(b) applies, by the 
excess of the adjusted basis of the dis- 
tributed property in the hands of the dis- 
tributee over its basis in the hands of the 
partnership. It will be recalled that under 
Section 732(a)(2), the carry-over of basis 
from the partnership on a current dis- 





2 Rept. cited. at footnote 22, at D. 406. 
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ing from his share of the partnership’s basis 
for depletable property his special basis in 
the property. 


Under Section 755(a), any increases or 


decreases in the basis of partnership prop- 
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inventory 
— i 


be 


eae 


items 


 . 


and, 
7 


included 


must 


4 erage ee , } a 


erty as a result of distributions or transters 
are to be allocated in a manner which has 
the effect of reducing the spread between 
fair market value and basis of such prop- 
erty. Section 755(b) provides that increases 
and decreases are to be allocated to prop- 
erties of like character to those distributed 
or transferred which caused the increases or 
decreases in basis, dividing properties into 
two (1) capital and 
other If there is no 
such the 
rty has been reduced to zero, the 


classe ~ e 


assets and (2) 


de pre ciable 
assets. 
property ot 


such prope 


class, or if basis of 


remaining increases decreases in basis 


are to be applied to subsequently acquired 


property of such class 


While the provisions of Sections 734, 
43, 754 1 


7 and 755 


will undoubtedly 
avenue of escape from 


offer an 


many inequities of 


the prior law, it can be anticipated that few 


partnerships will wish to 


take advantage 
of them fi l 


tear of later unfavorable results 


In addition, there will be the fear that the 
accounting load may become unduly 


bersome, without any 


cum 
that the 
permit revocation. It 
have perhaps been more practical to permit 


separat« sections 


assurance 


Secretary will would 


elections to 
734 and 743. Many 
prefer only the latter, 
adjust 
being 


come within 


partnerships might 
that is, electing to 
transters Besides 


basis only on 


much less burdensome accounting 
it is primarily in the case of transfers 
forced the 
distributions are far more 


ceptible of controlled results 


wise, 
that 


payer; ” 


inequities are upon tax 


sus 


Unrealized Receivables 
and Inventory Items 
sl 


is t 


forth above 
partnership 
unrealized re 
items which have 
appreciated substantially in value, a partner 
shall not 
rates on 


proposition set 
extent that the 
either 
inventory 


‘he seventh 
| 


the 


consists of 


iat to 
property 
ceivables or 


tax at 
thereof, 


paying 
share 


escape 
his 
whether he 
ship 


ordinary 
regardless of 
sells or exchanges his partner 
interest or distributions or 


payments in liquidation of his interest 


lhe vy which this 
proposition is effectuated is, in general, as 
follows: Section 751(c) and (d) define 
unrealized receivables and appreciated in- 
ventory items. Section 732(c)(1), 
discussed previously, 


receives 


statutory scheme by 


which 


was that 


provides 


1 See, for example, the case of Robert E 
Ford, cited at footnote 14. 

“If such property is then a capital asset in 
the hands of the taxpayer! See S. Rept. No 
1622, cited at footnote 22, p. 394. 
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upon a distribution in kind of a pro-rata 
share of unrealized receivables or inventory 
items, appreciated or not, they shall retain 
in the hands of the distributee the basis 
they had in the hands of the partnership. 
Section 735 that such 


tributed receivables or inventory items are 


states when dis- 


disposed of, the their 
disposition shall be considered gain or loss 
on the sale or 
than a capital 
in the case of the disp 


gain or loss on 


exchange of property other 


Exception is made 
sition of distributed 
items held by the distributee for 
Section 736 provides 
that payments made toa 


asset. 


inventory 
more than five years. 
retiring partner or 


the estate of a deceased partner for un- 


realized receivables are considered ordinary 
income to the 
vith 
inventory items is reached 


751(b)(1)(B) Where a 


or exchanged his partnership interest 


result 
appreciated 


similar 


respect to payments tor 


recipient; a 


Section 
sold 
, under 
amount 


receivables 


under 
partner has 


Section 


751(a) the port rf the 
realized attributable to unrealized 
iated inventory items is considered 
sale or exX- 
capital 
751(b)(1), 


receives in a 


an amount realized from th 
‘ other t 
under Section 


extent that a 


t 
change of property ] 


Finally, 


an a 


asset. 
to the 
distribution more than his pr 
unrealized 


partner 
o-rata share of 
receivables or appreciated in- 
exchange for his interest 
in other partnership property or money, or 
more than his pro-rata share of other part- 
nership property or money in exchange for 
his interest in unrealized receivables or ap- 
preciated inventory items, the transaction is 
the 
appreciated in 
ventory items between the distributee part 
ner and the partnership as constituted after 
the distribution. 


ventory items in 


considered as a sale or exchange of 


unrealized receivables or 


It is anticipated that a certain amount 
of controversy will arise with respect to the 
definitions of unrealized receivables and ap- 
preciated inventory Section 751(c) 
states that the term “unrealized receivables” 
includes, to the extent not previously in- 
cludable in income under the partnership’s 
method of accounting, 
tractual or otherwise 


items. 


any rights, con- 
to payment for goods 
delivered or to be delivered (to the extent 
the proceeds would be treated as amounts 
received from the property other 
than a capital asset), or services rendered 
or to be rendered. The Senate 

3 With certain exceptions, discussed below. 

* Rept. cited at footnote 22, p. 99. 


sale of 


report * 





thereof 


explains that the modification of the term 
‘rights” by the phrase “contractual or other- 
wise” in the statute means 
right.” 


“contractual or 
Apparently, the “or 
was intended to include quasi- 
but, 


legal 
otherwise” 


other 


contractual obligations, happily, not 


moral obligations 


It would also appear that the 


“goods to be delivered” refers to a situation 


phrase 


where goods have 


been appropriated to a 
and title has passed to the 
so that all the 
to receive 
what the 
“rights 


to be 


sales contract 


buver,* seller has is a right 
payment. It is not at all 


Statute means 


clear 
when it refers to 
to payment tor 


rendered.” If it 


services 
what 
it says, it produces a rather startling result 

a retiring will be taxed at ordi- 
nary rates on amounts paid him attributable 
to amounts to be 
rendered in the 
tiring 


means 
partner! 
paid for services to be 
future. For example, a re- 
partner in a law firm apparently 
would be required to consider as unrealized 
of the 
agreed to pay 


receivables the share retainers which 


which will be 
earned after his retirement. Of course, the 
amount paid the 
to the 


clients have 
retiring partner allocable 
receivable would be its 
value—in this case, perhaps, the excess of 
the payments over the cost of the 
to be And, of course, this value 
would be incapable of determination 
if a right to payment 
rendered had any 
themselves, 


unrealized 


services 
rendered 
Finally, 
for services to be 
value apart from the 
such value would be 
more in the nature of a property right than 
a receivable and probably was not intended 
to be within Section 751(c) at all. 


services 


Section 751(d) defines 
as including 
property, 


“inventory items” 
trade, inventoriable 
held primarily for sale 
to customers in the ordinary course of busi- 
ness, any property other than capital assets 
or property used in the trade or business, 
other property held by the part 
nership which would be considered, if held 
by the distribute 

property of the foregoing types. 


stock in 


property 


and any 
selling or partner, as 

Inventory 
items are considered to have appreciated 
value if market 
cent of their 
to the partnership and 10 per cent of the 
fair market value of all partnership prop 
erty other than money. 


substantially in their fair 


value exceeds 120 per basis 


The percentage tests of the statute used 
in determining when inventory items have 
appreciated substantially in value are capable 


of two interpretations that all the 


first, 


* Sec. 19, Uniform Sales Act 


962 December, 


and the value of the interest in 


1954 e@ 


inventory items 


must be included and, 
second, that there merely be individual in- 
ventory items present which meet the double 
test. For example, assume the partnership 
has $100,000 in value of property other than 
money, including inventory item A costing 
$6,000 and valued at $9,000, and inventory 
item B valued at $4,000 and costing $4,000. 
In the aggregate, the tests for substantial 
appreciation are met: The total market 
value of the items of $13,000 exceeds 12 per 
cent of their total basis of $10,000 and also 
exceeds 10 per cent of the value of all the 
property of $100,000; but item A _ alone, 
while it meets the 120 per cent test, 
to meet the 10 per cent test. It is not at all 
clear under the statute this 
situation, the partnership con- 
items 


fails 


whether, in 
would be 
sidered to have appreciated inventory 


lake another situation: 
\ costs $15,000 and is valued at $19,000, 
and inventory item B costs $10,000 and is 
valued at $10,000. The result is reversed 
Item A alone meets both the 120 per cent 
and 10 per cent tests; the addition of item 
B reduces the total market 
inventory items to less than 
of their aggregate 
answer is not clear. 


Inventory item 


value of the 
120 per cent 
Here 


basis. again the 


It would that the only practical 
interpretation would be to include all prop- 
erty which qualifies as inventory items in 
determining whether the sub- 
stantial appreciation are met. The intention 
of the statute would seem to 
interpretation. The Senate 
that the purpose of tle 


seem 


tests for 
favor such 


report states 


* pre- 
vent the use of the partnership as a device 
for obtaining capital-gain treatment 

on appreciated inventory.” If 
sufficient unappreciated, or even deprect- 
ated, inventory items present to cause the 
aggregate of inventory items to fail to meet 
the percentage tests, it is difficult to see 
how the partnership could be used to obtain 
much in the way of capital gains 


section is to 


there are 


Section 75l(a), which provides that the 
amount realized by a transferor partner in 
exchange for “all or a part of his interest 
in the partnership attributable to” 
ized 


unreal- 
inventory 
considered an amount 


receivables or appreciated 


items shall be real- 


ized from the sale or exchange of property 


other than a capital asset, presents a real 
problem in Presum- 
ably, some portion of the transferor’s ad- 
justed 


basis determination. 


basis for his interest 


must be offset against the “amount realized” 


partnership 


Rept. cited at footnote 22, p. 99. 
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Conclusion 
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As stated in the Senate report, the 
principal objectives of Subchapter K 
were ‘simplicity, flexibility and 

equity as between the partners.'’ Many 
perplexing problems have been solved 
by the subchapter—-but, unfortunately, 
many new ones have been 
introduced, Mr. Hauser writes. 


under Section 75l(a), in order to ascertain 


the amount of gain under Section 1001(a) 
The Senate report apparently takes the 
position that the portion to be so offset 
is an amount equal to the adjusted basis 
in the hands of the partnership of the 
transferor’s pro-rata share of unrealized 
recely 






ables or appreciated inventory items 
This works very well in a simple situation 
such as that set forth in the Senate report 
where the adjusted basis of the partner- 
ship interest is equal to a pro-rata share of 
the adjusted bases of the partnership prop- 
erties, but it will be extremely inequitable 


where the adjusted bases do not so coincide 


For example, assume that an estate had 
i basis of $100,000 tor the decedent’s part 
nership interest, and its pro-rata share of 
partnership properties consists of land cost- 
ing $20,000 and worth that amount and 
unrealized receivables with a zero basis and 
worth $80,000. Under the position taken 
in the Senate report, the estate would 
realize $80,000 in ordinary income and an 
$80,000 capital loss if it sold its interest in 
the partnership for an amount equal to its 
basis. If a distribution in kind were made 
to the estate, the estate could at least con 
tend for a special basis in the receivables 
under Section 732(d), although, as noted 
previously, there is some doubt that Sec 


tion 732(d) would apply to an estate which 


was not a continuing partner in the enterprise 


It is submitted that here, as well as in 
section 732, little revenue would be lost 
by permitting the basis of a partnership 
interest to be allocated to unrealized re 
ceivables and appreciated inventory items 
in proportion to fair market value on the 


date of transfer, and inequities would be 
avoided. There seems to be nothing in 


Section 751(a) which would prevent the 
Secretary from remedying the inequities 
by regulations. Such regulations could pro- 
vide that if the basis of the transferor’s 


partnership interest exceeded his pro-rata 


7 Rept. cited at footnote 22, p. 403 
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Share of the basis of partnership assets, a 
portion of such excess could be allocated 
to the unrealized receivables or appreciated 
inventory items. The allocation could be 
based upon the relative fair market values 
and adjusted bases of the various partner- 
ship properties. This regulation would be 
more complex than an outright allocation 
of all the transferor’s basis in proportion 
to fair market values, but the Senate report 
apparently outlaws in this respect all hope 
of simplicity without inequity to the taxpayer 


It should further be noted, with respect 
to a comparison of Sections 75l(a) and 
732, that Section 751(a) applies only to ap- 
preciated inventory items, while Section 732 


applies to all inventory items. In a situation 
where a partnership had inventory items 
which had increased in value, but which 
were not “substantially appreciated” under 
the two percentage tests discussed previ- 
ously, substantial tax savings could result 
trom selling a partnership interest rather 


than liquidating it in kind 


The final provision to be discussed deal- 
ing with unrealized receivables and = ap- 
preciated inventory items is Section 751(b) 
In effect, this section provides that to the 
extent a partner receives in a distribution 
more or less than his pro-rata share of un- 
realized receivables or appreciated inven- 
tory items, the distribution is treated as a 
sale or exchange of receivables or inventory 
between the partner and the partnership 
as constituted after the distribution. Two 
exceptions are made: Section 751(b) is 
inapplicable to a distribution of property 
which the distributee contributed to the 
partnership. It also does not apply to pay 
ments under Section 736(a) to a retiring 
partner or a deceased partner’s successor 
in interest, those payments being already 
taxed as ordinary income 


The Senate report states rather suc- 
cinctly the operation of Section 751(b) 
where the partner has received less than 
his pro-rata share of unrealized receivables 
‘The dis- 
tributee will realize ordinary income in 


or appreciated inventory items: 


the amount of the difference between the 
basis properly allocable to his relinquished 
interest in unrealized receivables or inven- 
tory, and the value of other partnership 
assets received by him in exchange therefor. 
Che partnership will have capital gain on 
the difference between the basis properly 
allocable to the distributed property in ex- 
cess of the distributee’s proportionate share 


* Rept. cited at footnote 22, p. 402 
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distributive share, shall be the same 


thereof, and the value 
unrealized receivables 
quished by him.” 


the interest in 
inventory relin- 


of 
or 


The same comments as were made with 
respect to the allocation of basis under 
Section 75l(a) are applicable here. In a 
later example,” the Senate report takes the 
same position, that the basis properly al- 
locable to the distributee’s relinquished interest 
in unrealized receivables and inventory 
items is the partnership basis. Therefore, 
the same inequities can be expected to 
arise, unless the Secretary takes a liberal 
view in his regulations. 


Conclusion 


Subchapter K of the 1954 
intended to remove confusion 
field of income tax treatment of partners 
and partnerships. As stated in the Senate 
report,” its principal objectives were “sim- 
plicity, flexibility and equity as between the 
partners.” As has been noted from the 
foregoing discussion, many perplexing prob- 
lems have been solved by subchapter K, but, 
unfortunately, many new ones have been 
introduced. It can be confidently antici- 
pated that some of them will plague us for 
many years to come. [The End] 


Code was 
from the 





® Rept. cited at footnote 22, p. 404. 


* Rept. cited at footnote 22, p. 89. 


Partners and Partnerships: Determination 


of Tax Liability Under the 1954 Code 


By CHARLES W. DAVIS 
Hopkins, Sutter, Halls, Owen 
and Mulroy, Chicago 


UBCHAPTER K of the Internal Reve- 

nue Code of 1954, dealing with the tax 
treatment of partners and partnerships,’ 
represents, perhaps, the fulfillment in 
greatest measure of the goal of comprehen- 
Sive of an important segment of 
the revenue laws set by the Con- 
gressional tax-writing committees.” Despite 


revision 
internal 


the concurrence of the Administration as to 
the insufficiency of the prior tax treatment 
of partnerships,* it is doubtful that the com- 
plete revision of the law of partnerships 
could have been accomplished, within the 
time available, without the prior intensive 
studies conducted by the American Law 
Institute and the American Bar Association 
during the past several years.‘ While the 
ABA-ALI recommendations were not al- 
ways followed, the exhaustive research and 
careful draftsmanship must have facilitated 
greatly the policy decisions of Congressional 
committees and staff technicians. 





1 Heretofore covered by Supplement F of the 
1939 Code 

?The awareness of inadequacy of the tax 
treatment of partnerships under the 1939 Code 
is expressed in the reports of both the House 
and Senate committees, as follows: 

The existing tax treatment of partners and 
partnerships is among the most confused in the 
entire income tax field. The present statutory 
provisions are wholly inadequate. The pub- 
lished regulations, rulings, and court decisions 
are incomplete and frequently contradictory. 
As a result partners today cannot form, oper- 
ate, or dissolve a partnership with any assur- 
ance as to tax consequences 

“This confusion is particularly unfortunate 
in view of the great number of business enter- 
prises and ventures carried on in partnership 
form. It should also be noted that the partner- 
ship form of organization is much more com- 
monly employed by small businesses and in 
farming operations than the corporate form 


964 


as 


December, 1954 @® 


‘‘Because of the vital need for clarification, 
the House and your committee have undertaken 
the first comprehensive statutory treatment of 
partners and partnerships in the history of 
the income tax laws. In establishing a broad 
pattern applicable to partnerships generally, 
the principal objectives have been simplicity, 
flexibility, and equity as between the partners."’ 
(See S. Rept. No. 1622, 83d Cong., 2d Sess., p. 
89, H. Rept. No. 1337, 83d Cong., 2d Sess., p. 65.) 

3In his budget message on January 21, 1954, 
the President said: ‘‘The tax law applicable to 
partnerships is complex and uncertain. I 
recommend that it be simplified and made 
definite.’’ 

*See ‘‘A Proposed Revision of the Federal 
Income Tax Treatment of Partnerships and 
Partners—American Law Institute Draft,’’ 5 
Tax Law Review 105 (1954); Hearings, Commit- 
tee on Ways and Means, General Revenue Re- 
vision (1953), Part 2, pp. 1368, 1371. 
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The separate statement of partially tax- 


Anyone who anticipated an end to the 
contest between the “aggregate” and “en- 
tity” theories of the tax law of partnerships, 
however, is doomed to disappointment, for 
many conflict resolved by 
providing optional alternative rules which 
made simplification and consistent 
ence to theory unattainable 


areas ol were 


adher- 


General Pattern of Subchapter K 


The partnership is retained as an income- 
reporting, and not a taxable, entity. Vari- 
ous items of partnership income and loss 
must be allocated separately among the 
partners and reported by them on. their 
individual income tax returns in accord with 
the distributive shares provided in the part- 
nership agreement. Taxable years of part- 
ners and the partnership are brought into 
and the effect upon the 
closing of the partnership taxable year of 
the death of a partner, the entry of a new 
partner, and the liquidation, ex- 
change of a partner’s interest is specified. 


closet contormity, 


sale O1 


Rules are prescribed under which part 


ners and partnerships may have dealings as 


with othe \ general rule of 


persons How 


recognition of gain or loss from contribu 


tions to, or distributions by, a partnership is 
supplemented by provisions for thc 


consequences of the 


tax 
ranster or liquidation 
of an interest in a partnership and the death 


or retirement of a partner 


Definition of ‘‘Partnership”’ 


The definition of “partnership,” as used 
in Subchapter K of the Code, is iden- 
tical in its terms with the definition in the 
1939 Code. 


new 


\ syndicate, 


other 


group, pool, joint venture or 
unincorporated through 
means oft business, finan 
cial operation or venture is carried on, 
not a corporation, trust or 
is included as a partnership. Au 
is granted, however, for the 
regulations under which 
pool, venture o1 
organization 


organization 


or by which any 


and 
which 1s estate, 
thorization 
issuance of 
a syndicate, group, 


joint other unincorporated 
may, at the 


members, be excluded from the 


election of its 
application 
ot Subchapter K. This election is possible 
(1) 


not toi 


if such an organization is availed of 


for investment purposes only and 


the active conduct of a business or (2) for 


the joint production, extraction or use of 
property, but not for the purpose of selling 
services or produced or extracted property, 
and if the income of the members may be 
adequately determined without the compu- 
tation of partnership taxable income.’ 


Tax Status of Partnerships 


Section 701 provides that partners are to 
be liable for income tax only in their sepa- 
rate or individual capacities, and states ex- 
pressly what was only implied by Section 
181 of the 1939 Code, that the partnership, 
as such, is not an income taxpayer. Never- 
theless, the “taxable income” of the partner- 
ship must be computed in the same manner 
as in the case of an individual, except that 
certain items must be separately stated and 
certain deductions 


available to individuals 


are not allowed to a partnership 


Sections 702 and 703 expressly require a 
partnership to “state separately” and the 
partners to “take into account separately” 
not only those items required by statute to 
under the 1939 Code—ordi- 
income or loss and capital gain 
117(5)” 
contributions; 


be segregated 
nary net 
or loss—but also “Section gails O1 
losses; charitable 


dividends for 


corporate 


which a credit or exclusion 


is allowed; taxes for which the foreign tax 
partially 


tems oft 


credit is available; 
othe | 
deduction 


tax-exempt in 
terest; income, gain, loss, 
credit to the extent provided 
by regulations; ai income or 
items. The 
deductions 
disallowed to 
more comprehensive 
addition to the standard 
deduction, the deductions for charitable con- 
tributions and net operating losses and the 
credit for partially tax-exempt interest, 
which were disallowed under the 1939 Code, 
the deductions for personal exemptions, for- 
eign taxes for 


“taxable 
exclusive of the rot 


1 ” 
hOSS egvomg 


Statutory provisions relating to 
allowed to an individual, but 
a partnership, are also 


These include, in 


which the foreign tax credit 
is available, nonbusiness expenses, medical 
expenses, child-care expenses, alimony pay- 
ments, and interest payable to 
a cooperative housing corporation. 


and taxes 


statement of 
certain deduc- 
necessary to 
“conduit” rule that 
the character of any item realized by the 
partnership, and included in the partner’s 


system of 
and disallowance of 
tions to the partnership, is 
carry out precisely the 


This separate 


items, 


Internal Revenue Code of 1954, Sec. 761(a). 
A draft in general terms, originally intended 
for exclusion of single-venture investment syn 
dicates (See American Law Institute, Federal 
Income Tax Statute, February 1954 Draft, Vol. 
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II, p. 364), developed into a more specific stat- 
ute, which now would seem to cover a joint 
venture for exploration for minerals or for the 
use of a research laboratory. 
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distributive shall be the same as 
though the partner had realized the item 
directly. The has sought 
to accomplish the same result administra- 
tively with respect to 
times without 


share, 
Commissioner 


some items, some- 


success. For example, the 
Commissioner’s instructions for preparation 
of partnership returns under the 1939 Code 
have been confusing in their treatment of 
Section 117(j). If partnership gains ex- 
ceed partnership such gains are 
required to be entered in the long-term 
capital-gains portion of the return, but if 
partnership losses exceed partnership gains, 
they are to be included in the computation 
of ordinary net income of the partnership 
This would indicate that Section 
117(j) determinations are made at the part- 
nership level, but the 
gratuitously state: 


k ysses, 


seem to 


instructions then 


Each partner should be advised of gains 
and losses from such transactions in order 
that they may be aggregated with other 
gains and losses from like transactions to 
determine whether he is entitled to the 
benefits of section 117(j) in making his in- 
dividual income tax return.” ° 


The Tax Court recently decided, however, 
that the 117(j) “capital” gains of an in- 
dividual need not be offset against his share 
of the 117(j) 


“ordinary” losses of the part- 
nership." 


The converse also applies,® but 
the tax advantage will be brief because of 
the separate statement of 
Code. Controversies 
under the 1954 Code with respect to other 
items will have 


such gains and 


losses under the new 
been avoided by supple 
menting the itemization required by statute 
with general authority to provide by regula- 
tion that other items of income, gain, loss, 
deduction or credit shall be separately 
stated by the partnership separately 
taken into account by each partner.’ Part- 
nership gain or loss from gambling opera- 
tions and nonbusiness income or 
given in the Senate report” 


and 


loss are 
as examples 
of probable exercise of this authority. In- 
come loss from both types of activity 
have been treated separately under the 1939 
Code, despite absence of specific ceverage 
in the statute- 


and 


-gambling 
pursuant to court decision,” 


gains or losses 


and nonbusiness 


ordinary net income and nonbusiness ordi 


nary net loss by regulation.” 


®* Instructions, Form 1065 (1953). 
Jack J. Ammann, CCH Dec. 
No. 133 (1954) 

’ Jacob Paley, CCH Dec. 20,562, 22 TC 

153 (1954) 
* 1954 Code Secs 
”S. Rept 
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20,526, 22 TC 
-- No. 


702(a)(8), 703(a)(1) 
cited at footnote 2, p. 377 


December, 


1954 @ 


The separate statement of partially tax- 
exempt interest of a partnership results in 
more favorable treatment than under the 
1939 Code, which limited the credit to a 
partner’s “proportionate share of 
amounts (not in excess of the net 
of the partnership).”" The omission of 
such a limitation in the new Code and the 
requirement of separate statement by the 
partnership indicates that partially tax- 
exempt interest of the partnership need 
not be offset against partnership losses,” 


such 
income 


and the credit therefor can be claimed by 
the partners without diminution, except for 
amortizable bond premium provided under 
Section 171(a) (3), if the partnership so elects. 


Section 702(c) recognizes that it may be 
necessary to compute a partner’s distribu- 
tive share of gross income of a partnership 
for such determination of the 
filing an individual income 


tax return, application of the provision per- 


pul poses as 
necessity for 


mitting the spreading of income for services 


rendered over a period, and 


application of the six-year statute of limi- 


three-year 


tations in the case of an omission of 25 per 
gross Although not ex- 
stated, presumably the 
come of the partnership is to be determined 
in the same manner as in the 
individual. This assumption may be im- 
portant in the application of Section 108, 
relating to the exclusion from gross income 


cent oft income 


pressly gross in- 


case of an 


of income from discharge of indebtedness, 
and Section iii. the 
of the tax-benefit rule 


statutory enactment 

Section 108 extends the benefit of Section 
22(b)(9) of the 1939 Code to 
if the indebtedness was incurred or assumed 


prop- 
erty used in his trade or business, and “ 


an individual, 


by an individual in 


connection with 


such 
taxpayer” makes and files a consent to 
regulations for adjustment of basis. 


the “taxable 


Since 
income” of a partnership is 
same 
individual, it 


derived 


computed in the manner as in the 


that 
partner- 
ship indebtedness should be excludable from 
basis. If so, the 
filed would be an 
“affecting the computation of 


case of an would seem 


income from discharge of 


gross income on the same 
consent required to be 


election tax- 


able income derived 


+» 
from a partnership, 
which, except in the case of the foreign tax 


u Jennings v. Commissioner, 40-1 ustc % 9385, 
110 F. (2d) 945 (CCA-5), cert. den., 311 U. S. 
704 (1940) 

* Sec. 39.189-1(b) (3) 

1939 Code Sec. 184 

‘1954 Code Sec. T02(a)(7) 
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credit, must be made by the partnership 
and not by the partners But can a part 
nership be a “taxpayer” for purposes of 
Section 108? If the consent can be filed by 


the partnership, the basis of partnership 


property would be adjusted and the basis ot 
the partners’ interests would be reduced by 
the reduction in the partners’ shares of la 
bilities of the partnership, as provided by 
Section consequences comparable 


lation of indebtedness ot an in 


W hil the tax consequences Ot discharge 
1eSS 10 less than the principal 
amount offer a new problem in the taxation 
of partnerships, the dilemmas in application 
ot the ix-benefit rule to partners and part 

ners! Ips have long been recognized The 
“recovery exclusion” with respect to a bad 
debt, prior tax, or delinquency amount 1s 
the amount which did not result in a re 

duction of “any tax of the taxpaver.’’’ 
Logic and Section 701 of the 1954 Code 
insist that a partnership is not a taxpayer, 
vet the tax-benefit rule should be 
available in respect of items erroneously 
1 


surely 


educted upon the return of the partnershiy 


without reduction in the tax of a partner 
if the authority vested in the Secretary of 
the Treasury or his delegate to provide by 
regulation for stating separately other items 
of income is construed broadly, it mav be 
possible to apply the tax benefit rule to 


each partner. 


Partnership Agreement 
and Partner's Distributive Share 


\iter the partnership income has been 


fragmentized, the partnership agreement 
determines a partner’s distributive share ot 
each item of income, 


or credit It the 


ain, loss, deduction 
partnership agreement 
does not provide as to the partner’s share 


of any such item, or it the principal purpose 


of any provision in the partnership agree 


ment with respect to such an item is the 


. 
evasion of federal 


avoidance or income 

"The only exception is that the election 
under Section 901, relating to taxes of foreign 
countries and possessions of the United States 
shall be made by each partner separately. This 
position has been successfully maintained by 
the Treasury under prior law. In John G. 
Scherf, Jr., CCH Dee. 19.662, 20 TC 346 (1953) 
the Tax Court, with six judges dissenting, held 
that a partner cannot use the installment-basis 
method of reporting gain unless the election 
is made on the partnership return 

16 Little, Federal Income Taxation of Partner 
ships (1952), Sec. 4.3 

71954 Code See. 111(b)(4) The principle 
was extended by regulation (Regs. 118, Sec 
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taxes, a partner’s distributive share of such 
item “shall be determined in accordance 
with his distributive share of taxable income 


or loss of the partnership.” ” 


terms of the 
throughout Sub- 


chapter K warrants the closest re-examina 


The emphiasis upon the 
partnership agreement 
tion of partnership agreements, not excluding 
those of law partnerships, which, in many 
instances, doubtless, fall within the metaphor 
of the shoemaker’s shoeless children. The 
lefinition of a partnership agreement was 
amended by the conference committee, de- 
spite considerable doubt that the change 
vas actually “in conference,” to include 
any modifications (oral or written) made 
prior to, or at, the time prescribed by law 
for the filing of the partnership return for 
the taxable vear (not including extensions) 
The modifications must be agreed to by all 
the partners or be adopted in such other 


manner as may be provided by the 


part- 
nership agreement.” 


The advisability of review and amendment 


of the partnership agreement is suggested 
by the probability that few partnership 
agreements now provide expressly for the 


distributive shares of the “taxable income 
or loss” of the “exclusive of 


9 20 


partnership, 
items requiring separate computation.’ 

As an example of the danger of retaiming 
unchanged a partnership agreement pro- 
viding merely for division of “profits and 
is a partnership in 
which both partners have made equal capi- 
tal contributions, but partner A devotes his 
full time to the business and partner B 
only part of his time. The partnership 
agreement now states that A shall receive 
90 per cent of the first $10,000 of “profits,” 
with everything in excess to be divided 


assume there 


losses, 


equally between A and B. It also states 


that “losses” are to be divided equally. In 
the taxable year beginning after December 
31, 1954, the 
upon the sale of depreciable property used 
in the trade or business of $4,000, and tax- 


partnership realizes a gain 


39.22(b)(12)-1) to all other losses, expenditures 
and accruals made the basis of deductions from 
gross income for prior taxable years, including 
war losses—but not including deductions with 
respect to depreciation, depletion, amortization 
or amortizable bond premium. The latter items 
have since been included by statute. Act of July 
14, 1952, 66 Stat. 629. 

8 1954 Code Sec. 704(b). 

#1954 Code Sec. 761(c); H. Rept. No. 2543, 
83d Cong., 2d Sess., pp. 15, 65. 

* 1954 Code Secs. 704(b), 702(a)(9), respec- 
tively 


































































































































































































































































































able income from operation of the business 
of $15,000 The partners may not 
thought about allocation of gain or 
upon casual sales of property used in the 
business. Under Section 704(b), however, 
partners’ distributive 
gains and losses from sales or 
of property 


have 


loss 


since the shares of 
exchanges 
Section 1231 are 
not provided for by the partnership agree 
ment, their distributive 
income or 
702(a)(9).™ 


describe d in 


taxal le 
Section 


shares of 
iS described in 


loss, < 
would govern the 


item as 
required to 


appear to 
well.” 
take into 
income tax 90 


separate allocation of this 
If so, A would be 


account in determining his 


per cent of the $4,000 gain from sale of 
business property, in addition to his share 
of taxable income, computed separately, of 
$11,500 (90 per cent of $10,000, 


it 
of the $5,000) Thus, A 


plus half 
would be 
$15,100 in determining 
tax rather than the 
which would be his if all items of 


were lumped together. 


The 


more 


next 
iking into account 


ti 
his income 


$13,500 share 


income 


potential 
acute if the 


problem 


partnership 


may be even 
’s $4,000 gair 
from the sale of business property 


in a taxable vear in which there 
loss from business 


occurs 
is a taxable 
operations ot $2,000. The 
Senate report recognizes the possibility that 
there | 
losses than that applicable for sharing in- 
and that “the 
should be applicable if the 
taxable income in the particular taxable 
year, and the loss ratio shall be applicable 
in any year in which the partnership has a 
sats Literally, the distributive share 
for partnership loss would be controlling, in 
which case the $4,000 gain from the sale 
of business property would be taken into 
account by A and B in equal shares. Ac 
tually, the partnership had 
$2,000 for the which, it 
contended, should _ be 
\ and $200 to B 


may be a different ratio for sharing 


come, states income ratio 


partnership has 


loss 


“profits” of 
well be 


divided—$1,800 to 


yveat can 


Section 6031 requires the partnership to 
make a return for each taxable vear, stating 
specifically the items of income and 
the allowable and such other 
information as may be prescribed by forms 
and regulations 


gross 


deductions, 


The return must include 
“the names and addresses of the individuals 
who would be entitled to share in the tax- 
able income if distributed and the amount 
of the distributive share of each individual.” 


‘When ‘‘taxable income’’ is used elsewhere 
in a broad sense, including all taxable items, it 
is described as ‘‘taxable income of the partner- 
ship as determined under section 703(a)."" (Sec 
7TO5(ad(1)CA).) 
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his section must contemplate that the dis 
tributive shares of the partners of items of 
income, deduction and credit 
shall have been determined at least by the 
time the partnership return is filed The 
partnership return could conceivably be 
considered a modification of the provisions 
of the partnership 
would hardly 


loss, 


gain, 


agreement, but this 


seem practicable in’ view 
of the requirement in Section 761(c) that 
modifications of the partnership agreement 
shall be agreed to by all the partners o1 
adopted in such other manner as may be 
provided by the partnership agreement 
Moreover, death, disability or irascibility ot 
a partner may intervene to complicate th 
picture and to prevent agreement within the 
time for filing the partnership return. Care 
ful and timely 


review of partnership agres 


ments to effectuate the more precise allocation 
rules of the 1954 Code may not only av 
disputes among the partners but 


tax collector, as well. 


vith the 


A provision in the partnership agreement 
with respect to a partner’s distributive shar: 
of an ttem of 


or credit 


income, gain, loss, deduction 
is not controlling if the 


purpose of the provision is the 


principal 
avoidance 
How 
ever, the principal-purpose test apparently 
is not applicable to a provision of the part 
nership agreement 


or evasion of federal income taxes. 


which prescribes the 
distributive shares of the partnership tax 
able income or exclusive of 
requiring separate computation 


loss, 


items 


The principal-purpose rule will doubtless 
be as difficult of administration here as in 
other areas of federal taxation. As examples 
of partnership allocations which will be dis 
regarded if the principal purpose is tax 
evasion or avoidance, the Senate committee 
report gives the allocation of all partnership 
losses on sale of depreciable property used 
in the trade or business to one partner, and 
allocation of a greater portion of foreign tax 
payments to one with allocation to 
other partners of an equaleamount of part 
nership loss or deduction of a different nature 


partner, 


On the other hand, an agreement under which 
one partner is to: receive all the interest in- 
come of the partnership from tax-exempt 
bonds and the other partner is to receive all 
the dividend income from stock will be given 
effect, unless it is a device for the allocation 

the interest exemption without any real 


oy. Be es 
Par. '54 B-204. 
3S. Rept. cited at footnote 2, p. 379 


1954 Revenue Act Coordinator 
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economic effect on either partner’s share of 
the total partnership income. It will be 
interesting to see what tax administrators 


and courts do with such nebulous standards 


Depreciation, Depletion and Gain or Loss 
with Respect to Contributed Property 
Three basi principles govern the dete 


mination of a partner’s distributive share 


of depreciation, depletion or gain or loss 


with respect to property contributed to the 
partne s] Ip 

(1) The contribution of property in ex 
change i a partners! ip interest does not 
result in gain or loss either to the partner 
ship or to any of its partners.” 

(2) The basis of contributed property to 


the partnership is its adjusted basis to the 
contributing partner.” 

(3) The basis of the contributing part- 
ner’s interest in the partnership is the ad- 
justed basis of the contributed property 
(including money).” If contributed prop- 
rty is subject to indebtedness, Section 752 
requires the basis of the partnership inter 
est to be reduced thereby. Under this sec- 
tion, the assumption of the lability by the 
partnership is treated as a distribution to 
the partner, thereby reducing the basis of his 
interest. However, his share of the liability 
assumed by the partnership is considered 
as a contribution of money by the partner 
to the partnership The Senate report $s 
illustrates the point in oversimplified terms: 


“If a partner contributes property with 
basis of $1,000, subject to a mortgage oft 
$500, to a partnership in exchange for a 
one-half interest in the partnership, the 
basis of his interest will be $1,000 (the 
basis of the contributed property) reduced 
by $250 (the amount of his hability with 
respect to such property assumed by the 
other partner), or $750. The contributing 
partner still remains subject to $250 of his 
original $500 liability.” (Italics supplied.) 


* 1954 Code Sec. 721 
1954 Code Sec. 72° 
1954 Code Sec. 72 
Page 405 

8 Sec. 113(a)(13), Revenue Act of 1934 

~ It had been ‘“‘the consistent position of the 

Bureau that no gain or loss is realized upon 
the contribution of assets in kind by partners 
to a partnership enterprise . . &iaHe 
10092, CB XI-1 (1932), pp. 114-115.) The posi 
tion was based upon the proposition that such 
transactions ‘‘were not closed transactions re- 
sulting in realization of gain or loss.’’ 

9 G. C. M. 26379, CB 1950-1, p. 58. 

1 Rev. Rul. 144, CB 1953-2, p. 212 
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The succession by the partnership to the 
basis of the contributing partner has been 
the rule since the enactment of the Revenue 
Act of 1934.% Although carry-over of basis 
implies that no gain or loss is realized by a 
contributing partner, the long-standing Bu- 
reau ruling “ was revoked,” as the Treasury 
turned toward limited acceptance of the 
partnership “as a unit intervening between 
a partner and partnership transactions and 
income for Federal tax purposes.” “’ Whether 
the extreme of asserted realization of gain 
or loss upon contribution of property would 
ever have been attempted, administratively, 
the question is now unmistakably resolved. 

Treasury regulations under the 1939 Code * 
provided the following rules for allocation 
of depreciation, depletion and gain or loss 
in regard to contributed property 

(1) Gain or loss shall be prorated accord- 
ing to the gain or loss ratios on the dis- 
position of a partnership asset under the 
partnership agreement. 

(2) For depreciation and depletion, dis- 
tinction is drawn between contributed prop- 
erty with a basis greater than fair market 
value at the date of transfer to the part- 
nership and that with a basis Jess than fair 
market value. In the former case, alloca- 
tion of depreciation or depletion according 
to the agreement of the partners as to shar- 
ing of gains or losses affecting partnership 
capital is mandatory; in the latter case, 
adherence to the agreement for sharing 
gains or losses affecting partnership capital 
is permissive, 

The regulations in this form strangely 
coexisted from 1934 until 1950 with an 
opinion of the chief counsel” that any 
difference between the basis and the amount 
by which the capital account of the con- 
tributing partner was credited for contrib- 
uted property was unrealized gain or loss 
to the partner, subsequently realized by him 
and taken into account in the allocation of 
depreciation or depletion and of gain or loss 
upon subsequent sale or disposition.” Revo- 


8? The 1954 Code omits from Sec. 723 the lan- 
guage in Sec. 113(a)(13) of the 1939 Code which 
requires that the basis of contributed property 
be increased in the amount of gain or decreased 
in the amount of loss recognized to the trans- 
feror because no gain or loss is recognized in 
such a transaction. (S. Rept. cited at footnote 
2, p. 389.) 

33 Regs. 118, Sec. 113(a) (13)-1. 

%* Cited at footnote 29, p. 114 

% The theory was that the contribution of 
property to the partnership at a figure different 
from its basis constituted an agreement among 
the partners that unrealized gain or loss in this 
amount was attributable to the contributing 
partner. 
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cation of G. C. M. 10092 in 1950 appar 
ently left the Treasury in literal compliance 
with its own regulations. 


The 1954 as passed by the House 
provided, in the interest of simplification ot 
the partnership provisions, a single manda 
tory rule for contributed property: Items 
arising with respect to contributed property 
were to be allocated the partners 
in the manner as items arising with 
respect to any other property acquired by 
the partnership. Thus, if the partnership 
agreement provided an allocation rule for 
depreciation, depletion, or gain or loss of part 
nership property generally, this would gov 
ern 


Code 


among 
same 


(unless its principal purpose were tax 


avoidance or there 


provision, or if tax 


evasion); if were no 


specihc avoidance or 
evasion were its principal purpose 


would be 


_ the items 
allocated according to the 
distributive 
sive of 


partners’ 


shares of taxable income, exclu 


items requiring separate statement 


Simplicity at the price of inequity, how 
ever, was unacceptable,” so the Senate added 
two alternatives and converted the manda 
tory House provision to the “general rule” 
that depreciation,” depletion, gain or loss 
with respect to contributed property are to 
be allocated in the same the 
had been purchased by the part- 
Two exceptions are available as 
(1) for contributed property with 
a basis different from its fair market value 
at the time of contribution and (2) for con 
tributed property in which all the partners 
held an undivided prior to con 
tribution in the ratios of their pro 


portionate interests in the capital and profits 


manner as if 
property 
nership. 
follows 


interest 
exact 


of the partnership 
Under the first exception, which applies 


pro 
loss 


shall, 


among the 


only if the partnership agreement so 
vides, depreciation, depletion, gain or 


with respect to contributed property 


shared 
take 
variation between the basis of the property 
to the partnership and its fair market value 
at the time of contribution The Senate 
report “ states that the difference between 
basis and value 


under regulations, be 


partners so as to into account the 


represents a postponed 


gain or loss to the contributing partner, to 
be realized when such property is sold or, in 


*% See footnote 30 

% See report of the Committee on Taxation 
Association of the Bar of the City of New York 
Hearings, Committee on Finance, Part 1, p 
587; see “‘A Proposed Revision of the Federal 
Income Tax Treatment of Partnerships and 
Partners—American Law Institute Draft,"’ cited 
at footnote 4, pp. 120-123 
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substance, amortized by 
through the effect of the 
depletion allowances 


hin annually 
depreciation or 
It is not clear whether 
a partnership agreement will be recognized 
if it allocates than the variation be- 
tween the and fair market value to 
the contributing partner, although no rea 
son 


less 
basis 
tor disregarding such an agreement 1s 
apparent. The report furnishes an illustra- 
tion which can be a useful guide pending 
the issuance ot the 


that A and B 
partnership. A contributes property worth 
31,000 with an adjusted $400, B 
contributes $1,000 in cash _ the basis 
of A’s partnership interest is $400. The 
basis of B’s is $1,000. If the con 
tributed property depreciates at the annual 
rate of 10 percent, the partnership will have 
an annual depreciation deduction of $40, 
which [but tor the Senate amendment], 
results in a deduction of $20 in computing 
each 


lreasury regulations 


“Assume form an equal 


basis ot 


interest 


partner’s distributive share of 


partner- 
ship income.” 


Assuming, however, that partners A and 
B, in accord with the Senate amendment, 
ie agree to attribute the potential gain 
represented by the difference between the 
basis and the fair market value of the prop- 
erty contributed to A to the contributor 
Since B, who contributed $1,000 in cash, 
has, in effect, purchased an undivided half 
interest in the property for $500, and since 
the property depreciates at an annual rate 
of 10 percent, B should be 
deduction of $50 per year, 


entitled to a 
But the 
partnership is allowed only $40 per year 
(10 percent of $400), no more 
amount allocated to B. 
that the $40 deduction 
for depreciation is to be allocated $40 to B 
and $0 to A, the contributor. At the end 
of the first year, the basis of the contributed 
property will be $360. Since the $40 deduc 
tion is allocated entirely to B, 


since 
than this 
may be Therefore 


the partners agree 


if the partner 
ship has no operating income or deductions, 
\ will have no gain or loss, and B will have 
a loss of $40 
remain $400 
be $960 


\’s basis for his interest will 
B’s basis for his interest will 
($1,000, the original 
reduced by the 


basis of his 

interest, loss of $40). 
“Assume further that the partners agree 

that upon a sale of the contributed prop- 


‘The rule for allocation of amortization of 
grain storage facilities as provided by Sec. 169, 
in the case of contributed property is, pre 
sumably, controlled by the distributive share 
of that item, or of taxable income, as set forth 
in the partnership agreement 

* 1954 Code Sec. 704(c)(2) 

” Page 381 
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the basis of his interest). B will have a 
The treatment in the 1954 Code of capital loss of $10 (the excess of B’s basis, 


allocation among the partners of $960, over the amount received, $950).”" 
depreciation, depletion, and gain or This example is in general conformity 
loss with respect to contributed with the prior (now revoked) opinion ot 
age = the chief counsel.” 
praperty ” important mainly The second alternative method of allo- 
because it makes clear that the cating depreciation, depletion, gain or loss 
partners have a choice in respect of contributed property among 
and can weigh the tax consequences partners may have but limited application. 
of contributing Section 704(c)(3), applicable only if the 
. partnership agreement “does not provide 
property to a partnership, otherwise,” “ requires that the relative in- 
Mr. Davis writes. terests of all the partners in the property 
prior to contribution must be in the same 
erty, the portion of the proceeds attributable ratio as_ their interests in the capital and 
ie ick ceeee of fe Ge Coes Gos Can profits of the partnership subsequent thereto. 
depreciated) over its basis upon contribu- As explained in the Senate report, the rule 
tion (as depreciated) shall result in gain applies both to the a © who 
to the contributing partner. If the property consciously contribute undivided interests 
is sold in the second year of partnership and to the case of owners of undivided wall 
operations for $900 the sertacrehio gain of ‘terests in property who, by virtue of en- 
6560 (0000. the senedes tenliced. loos. the gaging in business activity, are held to be 
basis of $360) must be allocated to the part- “ partnership and required to file a partner- 
ners under the terms of the agreement. The ship information return. 
original fair market value of the property The requirement of conformity of the 
(as depreciated) is $900 ($1,000, original partners’ interests in partnership profits and 
value, less $100, depreciation based on such capital with their undivided interests in the 
value). Under the terms of the partnership contributed property is a continuing test, 
agreement the difference between the $900 and any change in a partner’s interest in 
and the basis of the property, $360, or $540, either capital or profits would require 
represents the portion of the gain to be allo abandonment of the method. The Senate 
cated to A. None of the gain is allocated report states, however, that in such a case 


to B. (If the property were sold for more as an alternative to division of depreciation, 
than $900. the gain in excess of $540 would depletion, gain or loss with respect to the 
be divided between the partners in accord- contributed property in accord with the 


ance with their agreement for sharing gains, division of partnership income and _ loss 
here, equally, If the property were sold for generally, the partners may agree at the 
less than $900. the entire gain would be time of the change in their interests in 
allocated to A and nothing to B.) If we. capital or profits that depreciation and 
assume that the partnership engaged in no’ depletion shall be allocated in the same 
other transactions that year, A will report manner as prior to the contribution, and 
a capital gain of $540, and B, no gain or that the gain or loss to each partner will 
loss \’s basis for his interest will then be be determined according to the bases of 
$940 ($400, his original basis, increased vy their respective interests. Such an agree- 
the gain of $540). B’s basis will be $960 ment is said to be permissible under Section 
(his original basis of $960 unchanged by 704(c)(2), although this statement in the 
any gain or loss). If the partnership is then committee report is difficult to reconcile 
liquidated, and its assets, consisting of with the concept that paragraph (2) is con- 
$1,900 in cash, are distributed to the part- cerned with the variation between the basis 
of the property to the partners and its fair 
$10 ($950, the amount received, less $940, market value at the time of tts contribution. 


ners pro rata, A will have a capital gain ot 


§ Pages 380-382 “The latter situation may also fall within 
Cited at footnote 29, p. 114 the purview of the election under Sec. 761(a) 
“It is not clear whether such a_ provision of all the members of an unincorporated organi- 
must deal specifically with the particular prop- zation to be excluded from application of all or 
erty, or whether a general rule respecting de- part of Subchapter K 
preciation, depletion, gain or loss in respect to 
contributed property will make the paragraph 
inoperative 
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This paragraph is an example of needless 
complexity. If jointly owned property is 
knowingly contributed to a _ partnership, 
there is no greater difficulty in covering—in 
the partnership agreement—the treatment 
of depreciation, depletion, gain or loss than 
there is in the other contributed 
property. Conscious reliance upon Section 
704(c)(3) would surely be unwise, especially 


case of 


if, as has been suggested by at least one 
tax service, an imbalance in the drawings of 
the partners would be considered to have 
changed their capital interests in the part- 
nership. In case of unintentional operation 
of jointly owned property as a partnership, 
Section 761 provides a method of avoiding 
the application of Subchapter K altogether, 
which method should, if necessary, be ex- 


panded to cover such cases. 


The treatment in the 1954 Code of alloca- 
tion among the partners of depreciation, 
depletion, and gain or loss with respect to 
contributed property is 
much it provides new answers to 
the problem, but makes 
that the partners 
weigh the tax consequences of contributing 
property to a_ partnership. They are 
granted a wide latitude in shifting the 
benefit or detriment of incipient gains and 
themselves. If they do not 
advantage of the opportunity, the 
allocation is automatically provided by the 
treatment of such items in the case of pur- 
chased property, unless the rule for undi- 
vided interests applies. The ‘automatic’ 
allocation rule for purchased property may, 
in tact, 


important not so 
because 
because it clear 


have a choice and can 


losses 


among 
take 


be the most advantageous tax plan 
ning, especially in a 
a high-bracket 


and a low-bracket 


partnership between 


individual income taxpayer 
who contrib 


property to the 


individual 
utes high-basis, low-value 


partnershy 


Limitation on Allowance of Losses 


The House bill® limited the deductibility 
of a partner’s distributive share of partner- 
ship 


losses, whether 


capital or ordinary, 


which are in excess of his capital account 
only to the extent of the partner’s obliga- 


However, in con- 


tion to repay such loss 


ference the 
that any 


*H. R. 8300 in the Senate, Sec. 704(d) 

# 1954 Code Sec. 704(d). 

7S. Rept. cited at footnote 2, p. 383 

#® Sec. 731(a) of the 1954 Code might be held 
to apply. 

#1954 Code Sec. 722 

% 1954 Code Sec. 742 
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view of the Senate prevailed 


excess of such losses over basis 


December, 1954 @ 


is not currently allowable as a deduction, 
but it shall be deductible at the end of the 
partnership year in which such excess 1s 
repaid,” either directly or out of future 
profits.* 


If the partner dies owing an undeducted 
loss, his estate or beneficiaries should be 
entitled to deduct the amount paid and, if 
the loss is never repaid, the other partners 
should be allowed a bad-debt deduction. 
A partner’s distributive share of subsequent 
partnership income would presumably be 
considered a payment of 
basis to the 


a prior loss in 
extent it is greater 
than distributions to him during the part- 
nership taxable year. If a partner’s obli- 
gation unpaid until distribution 
in final liquidation of the partnership, and 
is satisfied then, the benefit to him of an 
ordinary loss deduction may be jeopardized.” 


excess of 


remains 


Determination of Basis 
of Partner's Interest 


As stated in the discussion of contributed 
property, the basis of a partnership interest 
acquired by a contribution of property, 
including money, is the amont of 
and the adjusted 


money 

basis of the property 

to the contributing partner at the time 

of contribution.” The basis of a partner- 

ship interest acquired other than by con- 

tribution is determined in the same manner 
for other property 


as for similarly acquired.” 


Both a general rule and an alternative 
rule are provided by Section 705 for the 
determination of the adjusted 
partnership interest. Under the “general” 
rule, basis of a partner’s interest is adjusted 
to take into account the partner’s distribu- 
tive share for the taxable year and all prior 


basis of a 


taxable years of partnership taxable income, 


exempt income, excess of percentage de- 
pletion over basis, losse Ss and nondeductible 
expenses, as well as contributions ™ 


distributions by, the 


to, and 
partnership. The 
Senate report states that, for this purpose, 
taxable income includes capital gains, but 
does not items of income 
required to be separately stated. It also 
states that the adjustment for percentage 
depletion is the excess of the partner’s de- 
duction for depletion over the basis of his 
interest in the depletable 


mention other 


property, yet 
The Senate report states that unadjusted 

basis is increased by ‘‘subsequent contribu- 

tions,’ but specific provision for distributions 

is included in the statute. See S. Rept. cited 

at footnote 2, p. 384: 1954 Code Sec. 705(a)(2). 
52S. Rept. cited at footnote 2, p. 384. 
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depletion is not one of the items required 
to be separately stated in the computation 
of partnership taxable income and, presum- 
ably, the partner has no basis in the prop- 
erty of the partnership under this method 
of determining the adjusted basis of the 
partner’s interest in the partnership. This 
language in the Senate report is trouble- 
some, however, because the House bill had 
specified that the adjustment should be 
“the excess of the deduction for percentage 
depletion allowed to the partnership over 
the adjusted basis to the partnership for the 
property subject to such depletion” (italics 
supplied),* but the words “to the part 
nership” were in both deleted 
by the Senate amendment, accepted in con- 


ft a a) | 
erence The 


instances 


difficulties in the 
application of such a basis rule to a partner- 


obvious 


ship interest acquired many years previous- 
ly were presented to the Senate Finance 
Committee,” with the resultant amendment 
705 to provide an alternative 
Under this alternative, the adjusted 
basis of a partner’s interest in a partnership 
may be determined by 


of Section 


rule 


reference to his 
proportionate share of the adjusted basis of 
partnership property upon a termination of 
the partnership.” 


The Senate report, however, asserts that 
nethod of determining will be 
suitable primarily for simple partnerships 

Since the method is available 
only to the extent permitted by regulations, 
there is 


this 1 


basis 
alternative 


reason for whether there 
an alternative in 
stated to be 


contributed 


concern 


really is much of view of 


the adjustments necessary in 
property, 
of partnership interests or distributions in 
kind, which would be required to yield sub- 
stantially the same result as the general rule 


respect to transfers 


Transactions 
Between Partner and Partnership 

Section 707 resolves conflicting court de 
under the 1939 Code by providing 


partners and 


cisions ” 
that 


with eacl 


partnerships may deal 


other as with third persons, sub 


ject to two exceptions 


(1) A deduction for losses upon a sale or 
exchange of property is disallowed if the 


°.H. R. 8300 in the Senate, Sec. 705(a)(1)(C). 

5+ Supplemental statement, Section of Taxa- 
tion, American Bar Association, Senate Hear- 
ings, Part 1, p. 461. 

55 1954 Code Sec. 705(b). 

%S. Rept. cited at footnote 2, p. 384. 

5? Compare Wegener v. Commissioner, 41-1 
ustc § 9380, 119 F. (2d) 49 (CCA-5), with Benja 
min v. Hoey, 42-2 ustc { 9661, 47 F. Supp. 158 
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Guaranteed payments to partners 
payable without regard to partnership 
income (whether as salary for services 
or for the use of capital) are 
deductible in computing partnership 
taxable income, and are not 
considered a distributive share of 
partnership income. 


partner has an interest in the partnership 
of more than 50 per cent of either profits 
or capital, 


loss 


In such a case, the unrecognized 
becomes available to the 
under Section 267(d). 


transferee 


(2) (sain, the 


upon sale Or 


exchange, 
between a partnership and 
an interest ot 


capital or 


a partner with 
more than 80 per cent it 
profits, of property which in 
the hands of the transteree is depreciable 
property, inventory, stock in trade or any 
other property which is not a capital asset, 
is taxable as gain upon sale or exchange of 
property that is not a capital asset. 


Within these ranges considerable latitude 
is provided within which partners and part- 
nerships may realize losses to get a deduc 
tion, or a higher basis by realizing a gain. 


An important change—one which really 
is in the interest of tax simplification—is 
that guaranteed payments to partners payable 
without regard to 
(whether as 


income 
services or for the 


partnership 
salary for 
use of capital) are deductible in computing 
partnership taxable 
considered a distributive 
ship income. 


income, and are 


share of 


not 
partner- 
\ guaranteed salary will not 
be subject to either income tax withholding 
‘or employment tax withholding. The Senate 
report makes this statement, how 
ever, regarding the taxable year for reporting 
guaranteed payments: “It should be noted 
that such payments, whether for services or 


conlusing 


for the use of capital, will be included in the 


recipient’s return for the taxable year with or 
within which the partnership year in which the 


payment was made, or accrued, = 


ends m 


If it was intended 
partner on the 


that a 
taxable 


cash-basis 


same the 


year as 
(DC N. Y.), rev'd on other grounds, 44-1 ust 
{ 9139, 139 F. (2d) 945 (CCA-2). In the Wegener 
case, amounts received by a partner for services 
rendered the partnership were held fully tax- 
able, though paid, in effect, partially to himself. 
In the Hoey case, brokerage commissions paid 
to a partnership were held not taxable to the 
partner to the extent of his partnership interest. 
*%S. Rept. cited at footnote 2, p. 385. 
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partnership be required to include guaran- 
teed salary accrued “within the partnership 
year” but not actually paid to him, the 
statute should have so provided Section 
707(c) terms of “payments to a 
partner,” and the subsection is expressly 
made applicable to Section 6l(a), relating 
to gross income of the partner. 


reads in 


Taxable Years of Partner and Partnership 


Section 706(a) adheres to the 1939 Code™ 
in requiring a partner, in computing his 
individual income tax, to include his 
tributive share of partnership items for any 
partnership year ending within or with his 
taxable year. This principle was extended 
to require similar reporting of guaranteed 
payments to a partner for 
use of capital but, as has been noted, with 
doubt as to the result in the case of 
a cash-basis and an accrual-basis 
partnership. Under this rule it 
fore been possible to set up a partnership 
with a fiscal different from that of 
the partners, thereby postponing taxability 
of partnership income for the first 
beyond the end of the taxable year of the 
partners. This favorite tax-saving device 
stopped under the House bill” by 
providing that a partnership may not adopt 
or change to a taxable year other than the 
calendar year, except with the approval of 
the Secretary or his delegate. As finally 
enacted, substantially effective but less rigid 
with respect to adoption or 
of the taxable year of a partner or partner 
ship were provided 


dis- 


services or for 


some 
partner 
has hereto- 


Veda! 


year 


Was 


rules change 


(1) Unless the Secretary or his delegate 
is satisfied that there is a business purpose 
not 


other than that of 


therefor, a partnership may change to 
or adopt a taxable 
all its principal partners, and a principal 
partner may not change to a taxable 
than that of a partnership in which 


he is a principal partner 


yearl 


year 
other 


> 


(2) Without permission, a 


partnership 
adopt, a taxable year 
as that of all its prin 
may or adopt, 
a taxable year of its selection if the 
principal partners simultaneously change to 
the same taxable year. 


may change to, or 
which is the 


cipal partners or 


samc 
change .0o, 
own 


(3) A principal partner may, without per- 
mission, adopt a taxable year the same as 
1939 Code Sec. 188 : 

*” H. R. 8300 in the Senate, Sec. 706(b). 

*t Sec. 39.46-1 of Regs. 118 specifies the condi 
tions for a change in accounting period without 
approval of the Commissioner. One condition 
is that the short taxable year required to effect 
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that of the partnership, but any change of 
taxable year by a partner is subject to the 
law and regulations applicable to changes 
in taxable years of individuals generally.” 

A “principal partner” is, for these pur- 
partner having an interest of 5 
per cent or more in partnership profits or 
capital. It is possible, therefore, that a 
partnership of 30 or 40 members might not 
be subject to the limitations. 


pe ses, a 


Of immediate importance is the effective 
date of the above limitations. The general 
rules for determination of tax liability of 
partners and partnerships herein discussed 
apply with respect to any partnership tax 
able year beginning after December 31, 
1954, and any part of a partner’s taxable 
year falling within such partnership taxable 
year. Section 771(b)(1) provides, how- 
ever, that the new rules for adoption or 
change of a taxable year shall apply to any 
partnership which adopts, or changes to, a 
taxable year beginning after April 1, 1954, 
and any pa:iner who changes to a taxable 
year beginning after April 1, 1954. 


Literally, whether the new rules apply 
depends upon the date of the beginning of 
the new taxable year changed to or adopted, 
and not the date the change or adoption 
Upon a change in taxable vear, the 
new taxable vear—under Section 443(a)(1) 

apparently begins on the first day after 
the end of the short taxable period 
sary to accomplishing the change. Thus, 
any change made after April 1, 1954, would 
be subject to the new rules. If a partner- 
ship is just being organized, however, when 
does its first taxable year begin? If there 
is no taxable year prescribed by the part- 
nership agreement, does the first partner- 
ship taxable year begin with the date of the 
partnership agreement? If the partnership 
remained dormant for a period after organ- 
ization, may it, nevertheless, adopt a tax- 
able prior to the date on 
actually began to do business? 


occurs. 


neces- 


year which it 


Under the Uniform Partnership Act, a 
partnership is established if A and B 
partnership articles and make their agreed 
contribution to the common fund, even 
though no business is transacted because 
of refusal of the 


on business as agreed.” 


sign 


one of partners to carry 
The taxable year 
ruled to begin 
on the date of incorporation even though no 


of a corporation has been 


the change of accounting period ends more than 
three months and less than nine months after 
the clese of the prior accounting period. 

"7 Uniform Laws Annotated, Sec. 6, Commis- 
sioner’s Note, Subd. (1) 
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business is done until a later date.* By 
analogy, therefore, Section 771(b)(1) could 
be construed to allow a partnership actu- 
ally formed on or before April 1, 1954, 
to adopt a taxable year without regard to 
the restrictions imposed by Section 706(b). 
There remains, however, the possibility of 
a Strict interpretation that a first short 
taxable year of a partnership beginning 
before, but ending after, April 1, 1954, will 
be considered merely a step to the adoption 
of or change to a taxable veal beginning 


after April 1, 1954. 


In conference, a sentence was added to 
Section 771(b)(1), providing that, in apply- 
ing Section 706(b), the rules of Section 708 
(relating to continuation of partnerships) 
ire to be applicable. 


Section 708 states that an existing part 
nership shall be considered as continuing 
if not terminated. Termination of a part- 
nership occurs generally only if 1) no 
part of any business, financial operation or 
venture of the partnership continues to be 
carried on by any of its partners in a part- 
nership or (2) within a 12-month period 
here is a sale or exchange of 50 per cent 
or more of the total interest in partnership 
capital or profits. 


Special continuation rules are provided 
for a merger or consolidation of two or 
more partnerships and for the division of 
a partnership into two or more partnerships. 
Under these rules, a “continuing” partner- 
ship may use the taxable vear of the prede- 
cessor partnership because it is not “adopt- 


” 


“ ” 6 
ing” or “changing” a taxable year.” 


Closing of Partnership Taxable Year 


Section 706(c) provides that, as to the 
continuing partners, the taxable year of a 
partnership does not close as the result of 
death of a partner, the entry of a new 
partner, the liquidation of a partner’s inter- 
est, or the sale or exchange of a partner’s 
interest The taxable year does close, of 

=I T. 3466, CB 1941-1, p. 238 

* Conference report, cited at footnote 19, p. 66 

6 1954 Code Sec. 708 

*“T. R. B. 1954-17, 6. The government is not 
contemplating certiorari. (1954 CCH Standard 
Federal Tax Reports, Vol. 5, p. 42,110.) 

6754-2 ustc 7 9505 (CA-10, 1954) The court 
considered Tyree as presenting the identical 
question considered by the Fifth, Third and 
Eighth Circuits in Henderson’s Estate v. Com- 
missioner, 46-1 ustc {§ 9258, 155 F. (2d) 310 
(CCA-5): Girard Trust Company v. U. S., 50-1 
ustc § 9342, 182 F. (2d) 921 (CA-3); and Com- 
missioner v. Mnookin’s Estate, 50-2 ustc { 9431, 
184 F. (2d) 89 (CA-8)—all of which held that 
death of a partner did not close the partner- 
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course, if the partnership is terminated.” 
The taxable year also closes with respect to 
a partner who sells or exchanges his entire 
interest and a partner whose interest is 
liquidated, except that “the taxable year of 
a partnership with respect to a partner who 
dies shall not close prior to the end of the 
partnership’s taxable year.” 


In Rev. Rul. 144, it was held that, under 
the 1939 Code, a change in the membership 
of a partnership resulting from the death, 
withdrawal, substitution or addition of a 
partner, or a shift of interests among exist 
ing partners, does not in itself effect a 
termination of a partnership The non 
acquiescence of the Commissioner in the 
Tyree case ™ indicated, however, that this 
rule was not intended to keep open the 
taxable year of a deceased partner. Even 
though the Tyree case was recently af- 
firmed,” it is well to have the issue resolved 
for the future. Surely there is no greater 
reason for bunching in the final income tax 
return of & decedent the partnership income 
earned to date of death than for taxing in 
that manner any other income in respect of 
Under Section 706(c)(2), 
there is no bunching, even though the inter 


a decedent.* 


est of the deceased partner is actually 
liquidated before the close of the partner- 
ship taxable year. 


A partner who sells, exchanges or liqui 
dates his interest in a partnership other 
than by death must take into account, in 
computing his income tax, his distributive 
share of partnership income, gain, loss or 
other items described in Section 702(a) for 
the period ending with the sale, exchange or 
liquidation. Thus, if a partnership taxable 
vear ends on December 31, 1955, and the part 
ner retires or sells his interest on June 30, 
1955, he must, under regulations, include in 
his taxable income his share of Section 702(a) 


items accruing to June 30, 1955.° The burden 


of a precise computation at the time of sale or 
retirement was recognized, for the confer- 
ship taxable year as to him. In all three cases 
the partnership agreement continuing the part- 
nership in event of death was self-executing 
while in both Tyree and Commissioner v. Wald- 
man’s Estate, 52-1 ustc © 9283, 196 F. (2d) 83 
(CA-2), in which the Second Circuit reached a 
contrary result, the partnership agreement ne- 
cessitated affirmative action by the continuing 
partners. 

® Section 753 of the 1954 Code provides ex- 
pressly that the amount includable in the gross 
income of a successor in interest of a deceased 
partner shall be considered income in respect 
of a decedent 

® H. Rept. cited at footnote 19, p. 60 











ence report states that, under the foregoing 
circumstances, “the Secretary may by regu- 
lations permit the partner to estimate this 
share by taking the pro rata part (deter- 
mined according to the portion of the tax- 
able year of the partnership which has 
elapsed prior to the sale) of the amount of 
such items he would have included had he 
remained a partner until the end of the 
partnership year, thereby avoiding the ne- 
cessity of an interim closing of the partner- 
ship books.” “” 


Although it resolves uncertainties of prior 
law,” Section 702(c)(2)(A) makes the care- 
ful timing of the sale, exchange or liquida 
tion of a partner’s interest, perhaps, more 
important than ever. A partner on a 
calendar-year basis who sells, on December 
31, his interest in a partnership with a fiscal 
year ending January 31, will be required, 
in his return for the year of sale, to take 
into account partnership income for 23 months 
If complete control of the timing is not 
practicable, perhaps it will be possible to 
sell less than the partner’s entire interest 
immediately, and to retain a part of the 
interest until the beginning of the next 
taxable year of the partnership—thereby 
holding open the taxable year of the part- 
nership as to him. In this case, a partner’s 
distributive share of items of income, gain, 
loss, deduction and credit will be deter- 
mined by taking into account his varying 
interest during the taxable year of the 
partnership.” 


Effective Date 
and Miscellaneous Provisions 


The effective date of the provisions of 
Subchapter K relating to the determination 
of tax liability upon partnership income, 
except for those relating to the adoption 
or change of taxable years and income in 
respect of a decedent partner, is applicable 
only with respect to a partnership taxable 
year beginning after December 31, 1954, 
and any part of a partner’s taxable year 
falling within such partnership taxable year 
This affords opportunity and necessity for 
planning of prospective transactions involv- 
ing disposition of an interest in a partner- 


Although it resolves uncertainties of 
prior law, Section 702(c)(2)(A) 
makes the careful timing of 

the sale, exchange or liquidation of 
a partner's interest, perhaps, more 
important than ever. 


ship and transactions between partner and 
partnership from the standpoint of both tax 
advantage and certainty of desired result. 

Elsewhere than in Subchapter K, changes 
were made in the 1954 Code affecting the 
tax treatment of partners and partnerships. 
The Senate report warns that the stringent 
new rules imposed by Section 6654 for un- 
derpayment of estimated income tax of 
individuals are fully applicable to income 
from partnerships and that “the facts as 
to the partnership income for the months 
of the partnership year prior to the partner’s 
installment date and as to the distributive 
share of such income shall be taken into 
account in determining the partner’s income 
for the months before such installment 
date.” * That a partnership agreement which 
determines a partner’s share can be amended 
at any time prior to the time for filing the 
partnership return apparently affords no 
relief from the requirements of a correct 
estimate and of payment of estimated tax. 

Section 1301(c) precludes a partner from 
spreading partnership income earned over 
a period of 36 months beyond the time he 
became an employee or a member of the 
partnership, an advantage held by court 
decision to be available under the 1939 
Code. One of the most interesting changes 
in the tax treatment of partners and part- 
nerships, however, is the new election to 
be taxed as a corporation provided by 
Subchapter R. 


Taxing Partnerships as Corporations 


Since 1945, Congress tias had before it 
proposals for the federal taxation of pro- 
prietorship and partnership venture capital 
on a “corporation basis.”™ In 1947 the 
Division of Tax Research, United States 





7” H. Rept. cited at footnote 19, pp. 60-61. 

™ Compare Swiren v. Commissioner, 50-2 ustc 
f 9384, 183 F. (2d) 656 (CA-7), cert. den., 340 
U. S. 912 (1951), and Meyer v. U. S8., 54-1 ust 
7 9408, 213 F. (2d) 278 (CA-7), with Whitworth 
v. Commissioner, 53-1 ustc { 9432, 204 F. (2d) 
779 (CA-7), cert. den., 346 U. S. 874. 

72 1954 Code Sec. 706(a)(2)(B). 

7S. Rept. cited at footnote 2, p. 593. 

™ Elder W. Marshall, CCH Dec. 17,456, 14 TC 
90 (1950), aff’d, 51-1 ustc J 9127, 185 F. (2d) 674 


(CA-3, 1950); Commissioner v, Nielson, 51-1 
ustc § 9181, 187 F. (2d) 233 (CA-9, 1951); 
cf. Van Hook v. U. S8., 53-1 ustc § 9389 (CA-7), 
cert. den., 346 U. S. 825 (1953), in which the 
application of 1939 Code Sec. 107 was denied to 
a member of a joint venture whose own services 
did not extend over a three-year period. 

% Testimony of Mr. F. N. Bard, Hearings, 
Senate Finance Committee, on Revenue Act of 
1945, pp. 267-270. 
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Treasury Department, released a study en- 
titled Yaxation of Small Business, which 
analyzed various proposals intended to 
equalize taxes on small incorporated and 
unincorporated businesses, including part- 
nership tax treatment for certain corpora- 
tions and corporate tax treatment for the 
reinvested earnings of unincorporated busi- 
nesses.” The survey conducted in 1952 by 
the staff of the Joint Committee on Internal 
Revenue ‘Taxation brought recommenda- 
tions that small corporations be given the 
option of! being taxed as partnerships and 
that partnerships have the option of being 


taxed as corporations 


The first official position taken on the 
subject was the statement in the Presi 
dent’s budget message for 1955 recom- 
mending optional tax treatment for certain 
corporations and partnerships. Both proposals 
were advocated at the hearings before the 
House Committee on Ways and Means, but 
both prop ysalS were rejected by that com 
mittee, reportedly by a vote of 13 to 12.% 
The Senate Finance Committee, however, 
added new Supplement R, which was de 
signed to “eliminate the effect of the Fed- 
eral tax laws on the form of organization 


adopted by certain small businesses.” ” This 
| 
| 


was to be accomplished by giving certain 
corporations the option of being taxed as a 
partnership, and by allowing certain pro- 
prietorships and partnerships the option of 
being taxed as a corporation. In confer- 
ence, it was agreed to abandon the provi- 
sion permitting corporations to be taxed 
as partnerships and to retain the provision 
permitting proprietorships and partnerships 
to be taxed as corporations.” This com- 
promise may have rested upon the fact 
that the retained provision will lose only 
an estimated $20 million in the fiscal year 
1955, while the rejected provision would 
have lost an estimated $50 million for the 


- ae 
same period 


Qualification Under Subchapter R 


The election for an unincorporated busi- 
ness enterprise to be taxed as a corporation 
is not available unless 

(1) The enterprise is owned by an in- 
dividual or by a partnership consisting of 
not more than 50 individual members. 

7% Hearings, House Committee on Ways and 
Means, on Revenue Revisions 1947-1948, Part 5, 
pp. 3739, 3741 

™ Digest of Suggestions for Internal Revenue 
Revision, April 21, 1953, pp. 17, 99 

% Hearings, Senate Finance Committee, 1954 
Code, Part 3, p. 1251. 
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(2) No proprietor or partner with more 
than a 10 per cent interest in an electing 
enterprise has more than a 10 per cent inter- 
est in another electing enterprise. 


(3) No proprietor or partner is a non- 
resident alien or foreign corporation, 


(4) The enterprise is one in which capital 
is a material income-producing factor or 
in which 50 per cent or more of partner- 
ship income is derived from trading as a 
principal or from certain types of broker- 
age commissions. This provision rules out 
firms engaged in professional services, “such 
as the law, accounting, medicine, engineer- 
ing and others,’ even though a partner- 
ship with less capital, perhaps, but engaged 
in buying and selling real property, stock, 
securities or commodities may qualify. 


These requirements must be satisfied “at 
all times during the period on or after the 
first day of the first taxable year to which 
the election applies . . . , and on or 
Literally, the 
requirements are not, thereafter, continuing. 
It surely was not intended, however, that 
an enterprise in which capital ceases to be 
a material income-producing factor should 
be allowed to continue to be taxable under 
Subchapter R. Yet it will be difficult, if 
not indefensible, to remedy the defect by 
regulation 


before the date of election.” 


Another area of uncertainty, presumably 
to be resolved by regulation, is whether the 
word “enterprise” would permit a_pro- 
prietorship or a partnership engaged in 
several different kinds of businesses to elect 
to have some of the ventures treated as cor- 
porations—but not others. 


Election Irrevocable 


An election to be taxed as a corporation 
may be made, in accordance with regula- 
tions prescribed by the Secretary or his 
delegate, not later than 60 days after the 
close of any taxable year of a proprietor- 
ship or partnership owning an unincorpo- 
rated business enterprise, by the proprietor 
or all the partners owning an interest in 
such enterprise at any time on or after the 
first day of the taxable year to which the 
election applies. Subchapter R is applicable 
with respect to taxable years beginning 


%S. Rept. cited at footnote 2, p. 118. 

8° H. Rept. cited at footnote 19, pp. 17, 72 
StS. Rept. cited at footnote 2, pp. 32-34 

8° Page 119 























































after December 31, 1953, and ending after 
August 16, 1954. Thus, a partnership on a 
calendar-year basis can elect to have Sub- 
chapter R apply to its 1954 taxable year if 
all persons who were partners at any time 
between January 1, 1954, and March 2, 1955, 
join in the election. 

An election, once made, is irrevocable 
with respect to an enterprise and its pro 
prietors or partners, and any 
rated 


unincorpo 
successor to the business of the 
enterprise and the proprietors or partners 
of such successor, until a year in which 
the electing proprietor or partners have an 
interest of 80 per cent or less in profits 
In determin- 
ing whether there has been a change of 20 
per cent or more in the profits and capital 
interest, the rules of constructive owner- 
ship of stock provided in 1954 Code Sec 
tion 267(c) apply 


and capital of the enterprise 


Corporate Provisions Applicable 


An unincorporated business enterprise as 
to which an election has been made shall, 
under regulations prescribed by the Secre- 
tary or his delegate, be subject to corporate 
normal tax and surtax, the tax on accumu- 
(“Section 102”) and the 
alternative tax on capital gains, and shall be 
treated generally as a corporation in all 


lated earnings 


respects for purposes of income taxes, ex- 
cept Chapter 2, relating to tax on self- 
employment income and except for certain 
provisions of Subchapter C relating to 
corporate organizations and reorganizations 
Each owner of an interest in the electing 
enterprise is to be considered a shareholder 
in proportion to his interest. Coverage of 
the proprietors or partners by an approved 
pension or profit-sharing trust is denied by 
Section 1361(d) 

Personal holding company income, except 
income earned by the enterprise from buy 
ing and selling real property, stock, se- 
curities or commodities for the account of 
others, and the expenses attributable thereto, 


are taken into account as the income and 


at all. 


“The new Code does not alter the main elements of the Federal tax structure 
Before the new Code was adopted 82 per cent of total Federal 


deductions of the partners (or proprietor), 
in accordance with their distributive shares 
of partnership income. Distributions of per- 
sonal holding company income are not tax- 
able as dividends. The amount of personal 
holding company income which is not distrib 
uted “during the year earned” is considered as 
paid-in surplus or a contribution to capital 
as of the close of such year. Again, the 
regulations must intercede to clarify the 
application of this provision to income of a 
cash-basis enterprise which “earns” income 
in one taxable year which is not received 
by it until a later taxable year. Distributions 
of an elective corporation, other than those 
in complete or partial liquidation and those 
of personal holding company income and 
compensation for services rendered by the 
proprietor or partners, are treated as made 
by a corporation to a shareholder, and are 
taxable as provided by Parts I and II ot 
Subchapter C. It is not clear, however, 
whether such distributions would be en 
titled to the credit under Section 34 and 
he exclusion under Section 116 to whicl 
individuals are entitled with respect to divi 
dends received from domestic corporations 


Conclusion 


Subchapter R and the provisions of Sul 
chapter K discussed herein leave many gaps 

some of which it will be difficult, if not 
impossible, effectively to bridge by recu 
lation and administrative ruling. Subchap 
ter K does provide more sufficient statutory 
guidance for determining tax liability wit! 
respect to partnership income than does the 
1939 Code In several instances, howeve1 
the quest for a complete, yet simplified, 
Statement of basic principles, was diverted 
by complaints of inequity which could he 
satisfied only by complex alternatives. Sub 
chapter R is hardly more than a roug} 
outline, which obviously did not receive the 
careful study apparent in Subchapter K 
Both subchapters provide fertile soil for 


further efforts toward improvement of the 


federal tax structure [The End] 


tax revenue came from the income tax; 15 per cent came from excise taxes; 
and 3 per cent from customs, employment, estate and gift taxes. The 


adoption of the Code did not change these percentages 


. . It did 


liberalize income tax deductions considerably, both for businesses 
and individuals; but the general quality of the Federal tax system was 
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(1) * that the basis of the redeemed stock is 


retained without change.'’—Roswell Magill, president, The Tax Foundation. 
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Chairman: Robert R. Jorgensen, of 
Sears, Roebuck and Company, Chicago 


Under the 1954 Code 


Hl ipewei DISCUSSION is concerned with 
corporate stock redemptions other than 
n complete liquidations, reorganizations and 
spin-otfs. As defined in the 1954 Code and 
nvolving no basic change, corporations in- 
lude associations (a broad concept without 
sharp limits), joint stock companies and in- 
surance companies.’ Stock includes shares 
and shareholders include 
nembers in the same. 


n the toregoing * 
Persons (that ts, 
possible stockholders) include individuals, 
trusts, estates, partnerships, associations, 
‘ompanies and corporations.* 

Unless otherwise indicated, all references 
to the Code or the 1954 Code mean the In 
ternal Revenue Code of 1954 

The precise area covered by this discus- 
sion extends, on the one hand, from stock 
redemptions which are treated as corporate 
listributions, to which Section 301, found 
n Part I of subchapter C, applies, to re 
lemptions in partial liquidation under Part 
[Il, Sections 331 and following, on the other. 
The consequences of a redemption, if it falls 
in one category or the other, are quite dif- 
ferent, both for the corporation and for the 


ste rckhe ride 1 


Because it is basic to the provisions to be 
considered, it is advisable to start with the 
lefinition of corporate redemptions of stock 
found in Section 317(b). In that section, 
redemptions are defined, in substance, as 
he acquisition by a corporation of its stock 
from a stockholder in exchange for prop- 


1 Sec. 7701(a)(3), 1954 Code. 
Sec. 7701(a)(7), 1954 Code. 
Sec. 7701(a)(8), 1954 Code 
* Sec. 7701(a)(1), 1954 Code 
5 Commissioner v. Snite, 49-2 ustc © 9470, 177 
F. (2d) 819, 823 (CA-7);: Keefe v. Cote, 213 F 
(2d) 651, 655 (CA-1); Kirschenbaum v. Com- 
missioner, 46-1 ustc § 9231, 155 F. (2d) 23 (CCA- 
2), cert. den., 329 U. S. 726 
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erty, Whether or not such stock is canceled, 
retired or held in the treasury. This defini- 
tion answers, once and for all, the conten- 
tion that stock acquired and held in the 
treasury is not redeemed.’ It also seems to 
clearly deny redemption treatment to dis 
tributions incident to a mere reduction in 
the par or stated value of shares left out 
standing,® especially in view of the fact that 
the Senate refused to go along with the 
House's version of the definition, which 
specifically included such distributions.’ 


It should be pointed out that the definition 
of redemption embodies the concept of a 
distribution of property in exchange for the 
stock. Section 117(a) defines property as 
property of whatever kind other than stock 
or rights to stock of the distributing com 
pany, and includes, therefore, its obligations 

If Section 301 applies to a redemption, as 
distinguished from a mere distribution, and 
if the redemption is a dividend because the 
requisite earnings and profits are present in 
the redeeming corporation, the entire dis 
tribution, to the extent taken into account 
as discussed below, is taxable at rates ap- 
plicable to dividends. It seems clear under 
the provisions ot Sections 301(b) and 301(c) 


* Sheehan v. Dana, 47-2 ustc % 9348, 163 F. 
(2d) 316 (CCA-8); Beretta v. Commissioner, 
14-1 ustc {§ 9226, 141 F. (2d) 452 (CCA-5), cert 
den., 323 U. S. 720; Albert G. Rooks, CCH 
Dec. 19,453(M), 12 TCM 96 

7H. R. 8300, 83d Cong., 2d Sess. Union Cal- 
endar No. 498, A Bill to Revise the Internal 
Revenue Laws of the United States, March 9 
1954, Committed to the Committee of the Whole 
House on the State of the Union and ordered 
to be printed, Sec. 312(e). 
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(1) * that the basis of the redeemed stock is 
not to be first recove red, tax free, out of the 
distribution.’ 


The treatment of certain redemptions as 
dividends to the extent of the redeeming 
corporation’s earnings and profits is not 
new. Similar treatment was accorded re- 
demptions essentially equivalent to a divi- 
dend by Section 115(g)(1) of the 1939 Code. 
It may be said, in passing, that it is to be re- 
gretted that the treatment to be accorded the 
basis of the shares redeemed, where the distri- 
bution is treated as a dividend, has been left 
open by the 1954 Code, as it was by the 1939 
Code. One may suppose the Regulations 
will deal with the matter. There are indica- 
tions that the basis of the redeemed stock 
should be added to the basis of the remain- 
ing stock, as in the case of a contribution 
to surplus or capital.” 


As in the case of redemptions in partial 
aquidation under the 1939 Code which are 
not dividends,” redemptions in partial liquida- 
tion under the 1954 Code, which cannot be 
dividends by express enactment, entail radi- 
cally different consequences. Under Sec- 
tions 331, 1001 and 1002, only the excess 
of receipts over the basis of the redeemed 
stock, regardless of the existence of earn- 
ings and profits of the liquidating company, 
is taxed, and as though the stock had been 
sold or exchanged for the property re- 
ceived. This is true even in the case of Sec- 
tion 306 stock. Section 306 is inapplicable 
to redemptions in partial liquidations.” 

Again, if Section 301 applies and the re- 
demption is from a corporate stockholder, 
then, as was pointed out in the previous dis- 
cussion, if the distribution is of property 
other than cash, the amount received is 
treated as being the lesser of the adjusted 
basis of the property in the hands of the dis- 
tributing corporation, or its fair value, with 
adjustments tor liabilities to which the prop- 
erty was subject or which were assumed and 
for gain recognized to the distributing cor- 
poration under Section 311. The amount so 


considered received, but without adjust- 


ments for liabilities, becomes the basis of 











* Sec. 301(b)(1), 1954 Code, provides in part 

‘“(b) Amount Distributed. 

*“(1) General rule.—For the purposes of this 
section, the amount of any distribution shall 
be 

‘*(A) Noncorporate distributees.—If the share- 
holder is not a corporation, the amount of 
money received, plus the fair market value of 
the other property received."’ 

Sec. 301(c)(1) of the 1954 Code provides 
“That portion of the distribution which is a 
dividend (as defined in section 316) shall be 
included in gross income."’ 





Under Sections 331, 1001 and 1002, 
only the excess of receipts over the 
basis of the redeemed stock, 
regardless of the existence of 
earnings and profits of the 
liquidating company, is taxed, and 
as though the stock had been sold or 
exchanged for the property received. 


the property in the hands of the distributee 
corporation. This treatment of property 
other than cash which is the subject of 
a distribution to a corporation to which 
Section 301 applies, whether in redemption 
of stock or not, was, in the case of a 
dividend, foreshadowed by the amendment 
of Section 26(b) by the Revenue Act of 
1950." But under Section 301, the treatment 
is extended to capital distributions as well 
as to dividends, and in the case of dividends, 
results in the same amount being used to 
determine gross income and the 85 per cent 
credit under Section 243. 


The consequences are different if the re- 
demption is a partial liquidation. Under 
Sections 331, 1001, 1002 and 334, as under 
the 1939 Code, whether or not the stock- 
holder is a corporation, the gain or loss in 
a partial liquidation is measured by the ag- 
gregate of the cash and the fair market 
value of any other property distributed, and, 
with respect to the property, its fair market 
value becomes its basis. There is no 8&5 per 
cent dividend credit for a corporate recipient 


Again, if Section 301 applies and if the 
redemption is not a dividend because of the 
nonexistence of the requisite earnings and 
profits, and if any gain realized is attri- 
butable to a distribution out of an increase 
in value of property accrued prior to March 
1, 1913, the gain is not taxable. This is no 
change from the previous law, but is not 
true of redemptions in partial liquidations 
in which the gain, if any, as heretofore, is 
fully taxable, regardless of its source 









* This is apparently also the consequence 
under Sec. 115(g), 1939 Code. See Regs. 118, 
Sec. 39.115(g)-1; Marie W. F. Nugent-Head 
Trust, CCH Dec. 18,632, 17 TC 817 (acq. 1952-1 
CB 3); Roberts, CCH Dec. 18,811, 17 TC 1415, 
1419, rev'd, on other grounds, 53-1 ustc { 9331, 
203 F. (2d) 304 (CA-4). 

% See Marie W. F. Nugent-Head Trust, and 
articles referred to in Roberts, cited at foot- 
note 9 

11 Sec. 115(c), (i), 1939 Code. 

12 Sec. 306(b) (2), 1954 Code. 

13 Sec. 122, Revenue Act of 1950. 
4 Secs, 115(c), 111 and 112, 1939 Code 
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One more apposition requires mentioning. 


In the case of a redemption of stock to 
which Section 301 applies, where the amount 
distributed is not a dividend, no provision 
is made for the recognition of a loss. And, 
vet, unlike the case of a mere distribution, 
loss certainly can be realized in such a redemp- 
tion. This is an entirely new result under 
the 1954 Code with respect to stock re- 
demptions which are not dividends. The 
holding of S. M. 4447, V-1 CB 168, that 
there may be no loss, at least in certain 
situations, in the case of a partial liquida- 
tion, became obsolete not later than the 
passage of the Revenue Act of 1924. The 
omission seems too serious to be supplied 
solely by the still-expected Regulations. This, 
of course, that Section 301 can 
apply to redemptions out of capital, as, for 


assumes 


instance, pro-rata redemptions 


\s indicated above, the result is quite 
different in the case of redemptions in par- 
tial liquidations, as to 
fully recognized 


and 1002 


which any loss is 


under Sections 331, 1001 


It seemed advisable to point out certain 
of the differences in consequence, old and 
new, between corporate redemptions which 
are to be treated as corporate distributions 
under Section 301, on the hand, and 
partial liquidations, on the other, because 
these 


been 


one 
the scope of different 
1954 


first, in 


radically 
changed by the 
changes are found, 


two 
categories has 


Code 


the inclusion 


1 hese 
with distributions 


redemptions never 


corporate 
of corporate before so 
capital as 
distributions; 
of an intermediate 
bastard category oft 
falling 
third, in the 


included, namely, those involving 


distinguished from dividend 
second, in the emergence 


and, hence, 


corporate 
within Section 302(a); 
initial effort to limit the 
redemptions in partial liquida- 
more 


redemptions 
and, 
concept of 
proscribed area than here- 

rough the use of what started out 
be a more restrictive definition 


Thus, we find that under the 1954 Code 
we avowedly have three distinct categories 
of redemptions: those heretofore touched 
on, namely, those treated as corporate dis- 
tributions under 301, 


liquidations, 


Section and _ partial 
intermediate or 


302 redemptions 


and then the 


bastard Section The sepa 


rateness these categories is 


effected, in 


part, at least, by the provisions of Section 


302(d). which states that, except as other 


wise provided in subchapter C, if a redemp 


tion is one to which Section 302(a) does not 


apply, it shall be treated as a distribution 


of property to which Section 301 


applies, 
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and by the provisions of Section 331(b), 
which states that Section 301 shall not apply to 


distributions in partial or complete liquidation 


The these three cate- 
gories and the scope attempted to be as- 
signed to each is a material departure from 
the provisions of the 1939 Code, under 
which, pursuant to Sections 115(c), 115(g) 
and 115(i), all redemptions not involved in 
reorganizations are either complete or par- 
tial liquidations, on the one hand, or divi- 
dends under Section 115(g), on the other. 
There was no necessity to provide for the 
recognition of under Section 115(d), 
with distributions out of capital, 
because it did not apply to stock redemp- 
tions at all. All partial redemptions out of 
capital were partial liquidations and there is 
a lot to be said for this approach even at 
this late date. 


establishment of 


loss 


dealing 


Sut, it may be asked, does Section 301 
really apply to redemptions out of capital, 
as has been asserted above, and, if so, how 
does this come about in view of the pro- 
visions of Section 302 and the provisions 
with respect to partial liquidations? Let us, 
therefore, proceed to analyze the provisions 
of Section 302 and the sections under Part 
II of subchapter C governing partial liquida- 
tions. In doing so, consideration will also 
be given to the difference between the new, 
bastard category of redemptions embraced 
by Section 302 and partial liquidations. This 
is of importance because here, again, the 
consequences of a redemption coming with- 
in one or the other of these two categories 
may also be significantly different in par 
ticular situations. 


However, in fundamentals the 
consequences of redemptions falling within 
Section 302(a) and of partial liquidations 
are alike in that the stock redeemed is treated, 
in the case of both individual and corporate 
stockholders, sold or exchanged for 
the property received. This, in turn, in both 
types of redemptions, is treated as equal in 
amount to the cash 
value of other 


certain 


as being 


and the fair market 
property received in the re 
demption. Only the gain, that is, the excess 
of the amount received 
the stock, is taxed; any 


over the basis of 
loss is recognized; 
and no dividend is involved no matter what 
the earnings and profits of the distributing 
corporation may be. This is the result un- 
der Section 302(a), in consequence of the 
provisions of Sections 1001 and 1002, just as 
in the case of partial liquidations. And while 
Section 302 is deficient in having no basis- 
provision counterpart to Section 334, it 
seems clear, just as in the case of partial 
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liquidations, that the fair value of the prop 
ertv received, other than money, will be the 
basis of such property in the stockholder’s 
hands No doubt, the 


cover this 


Regulations will 


The first difference in consequences be 
tween a Section 302 redemption and a par- 
tial liquidation is this: Assume that there 
is a redemption of all stock owned by ot 
attributed to a stockholder under Section 
318, except stock of the corporation owned 
by his wite, parents, children or 
dren 


grandchil 
Assume that this family-owned stock 
attributed to the stockholder undet 
Section 302(c)(2)(A) because he terminates 


his interest in the corporation as an officer, 


is not 


lirector, employee and otherwise, except as 
a creditor, so that there is a complete r¢ 
demption of all attrib 
uted to the stockholder in compliance with 
Section 302(b)(3), and the 
therefore a Section 302(a) redemption. If 
the only basis for the stockholder’s immu 
nity to tax on the distribution as a dividend 
is that Section 302(b)(3) applies, then his 
continued immunity is conditioned on his 
not reacquiring any interest in the corpora 
tion for 


stock owned by or 


redemption is 


the ensuing ten vears, except as a 
creditor or by inheritance 


But if the redemption is a partial liquidation, 
no such restriction on reacquiring an interest 


in the corporation is operative, and the immu 


1 


nity to dividend treatment, once obtained, con 


tinues. In this connection it may be noted that 
Section 346, defining partial liquidations, pr 
vides in subsection (c) that the fact that the 


edemption qualifies under Section 302(a) shall 


be disregarded in whether it 


also qualifies as a partial liquidation, as de- 
fined The Senate re port.on the bill ® states 
that the 
make it 


demption 


determining 


purpose of this provision was to 
perfectly clear that if the re 
qualified as 
section 


a partial liquidation 


ind also as a 302 redemption by 


reason 


of Section 302(b)(3), then the later 
to comply 7 


tailure with the requirements of 
Section 302 (c)(2)(A)(i1) would be immate 
rial. The redemption would continue to be 
treated as a partial liquidation and 


be immune to dividend treatment 


would 
It quah 
heation as 


a partial liquidation ts achieved, 


prevails 


The second difference between a Section 
302(a) redemption and 
is much like the first and applies to the 
redemption of Section 306 stock. As stated 


a partial liquidation 


above, if Section 306 stock ts 


redeemed in 


‘S. Rept. No. 1622, 83d 2d Sess 


p 


December, 


Proceeding to the other end of the list 


1954 °@ 


One cannot help noting, says Mr. Owen, 
that whoever conceived of Section 318 
never has become quite satisfied that 
he has gone far enough, in spite of 
the once more around, and that new 
approach, the back and forth. Always 
there are special, varied and 

exciting deviations when the section 

is applied to this or that 

specific situation. 


partial liquidation, the transaction 1s treated 


as a sale of the 


stock and any gain is 
taxed in a normal manner. But if Section 
306 stock is Section 302 
redemption which is not also a partial liqui 
dation, then Section 306 does apply 
the redemption is 


302(b) (3) 


redeemed in a 


unless 


one to which Section 
applies: namely, one in which 
all stock owned or attributed to the stock 
holder, other than stock owned by his family, 
is redeemed and he 


ceases to be inter 


ested in the corporation. But this immunity 
to Section 306 through the application of 
Section 302(b)(3), 1f achieved through non 
attribution of family ownership, is conditioned 
on the stockholder’s continued compliance 
tor ten vears with the interdiction against 
reacquiring an interest in the corporation, 
a condition not present if the redemption is 


a partial liquidation 


In the third place, it seems that Section 
311 applies to Section 302 redemptions but 
not to partial liquidations. Section 336, whicl 
is under Title II dealing with liquidations, 
states that on partial and complete liquida 
tions, the 


distributing realizes 


corporation 
with respect to installment 
obligations pursuant to Section 453 
311, which is under Title I, 
tion 302, states that 


be recognized to 


no gain except 
Section 
along with Sec 
loss shall not 
a corporation in any dis 
tribution with respect to its stock, except 
the unrealized gain on any 


gain or 


LIFO inventories 
distributed by it, and except for the excess 
of debts assumed in connection with the 
distribution of the property or of the debts 
(not exceeding the fair market value of the 
property) to which the property was sub 
ject, over the adjusted basis of the prop 
erty Under Section 308 of the bill 
introduced in the House,” being the coun 


terpart ot 311, it 1s clear that the 


as 
Section 


H. R. 8300. 
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provisions were intended to apply to re 
demptions other than in partial or complete 
liquidations. In the House bill, partial and 
liquidations were also included 


under Section 302, and were alone expressly 


complete 
excluded from the application of Section 
308, obviously leaving that section applicablk 


to the remaining Section 302 redemptions 


Phere is one e nsequence Ota Section 302 


redemption which is not at the same time a 





partial liquid nm (if an there be) as t 
which there 1 nfusior Phis 
grows out ¢ Lit r secti 
341 ) sect ay ible « 
p tions and calls for 
all their lk s aif the st k 
were t capt 1 asset t 1s is ordimar\ 
income Section 341(a)(1) states that this 
ipplies t in ft the sale or exchange « 
Ss | st Had ( section stopped there 
probabl 1 confust vould have risel 
\ fte l, both Secti 302 (a) 1 331 state 
1] ae 8 edemption to whicl 
they respectively appiv are t be treate | 
S pavment exchange f the stock B t 
sSectio1 341 (a) 1 es not stop there it pre 
ceeds, by paragraph (2), to specifically is 
ude a distribution in partial or complete 
liquidati going on to say: ‘ which 
distribution is treated under this part as in 
part or full payment in exchange for stock 


Italics supplied ) No reference 
is made at all to Section 302 redemptions 
Unde ubtedly, the 


traioht +] 
to n t 


his out, even as the present 


Regulations will attempt 


Regulations 
1939 Cods 


under Section 117(m) of the 
attempts to apply that section t: 
a gain from a distribution of capital taxable 
under Section 115(d), which involves no 
redemption and, hence, no exchange, not 
withstanding the fact that Section 117(m) 
expressly deals only with gains from the 
sale or exchange (whether in liquidation o1 
Section 341 is ex 


applicable by Section 341(a) 


otherwise) of stock 


pre ssly made 


to similar gain taxed under Section 301(c) 


(3)(A), which perhaps heightens the sig- 


nincance ot the omission of Section 302 
redemptions 
Havi considered some ot the different 


t the similar consequences of re 
























Regs. 118, Sec. 39.117(m)-1(a) 
8S. Rept. No. 1622, 83d Cong., 2d Sess.. p 
234, where it is stated 

Your committee further intends that in ap 
plying this test for the future that the inquiry 
will be devoted solely to the question of 
whether or not the transaction by its nature 
may properly be characterized as a sale of stock 
by the redeeming shareholder to the corpora- 
tion For this purpose the presence or absence 
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demptions falling within Section 301 and 
Section 302, and those constituting partial liqui 
dations as defined in Section 346, it becomes 
necessary to determine what are Section 302 
redemptions, what are redemptions in par 
tial liquidation, what redemptions fall with 
in Section 301 pursuant to Section 302(d) 


and what overlapping exists 


Under the scheme of the House bill, the 


tween these categories were 


precise and the 


istinctions be 
subject of mechanical de 
Section 302 included partial 
and total lhquidations and set out precise 
rules tor the identification of the other 
redemptions falling within its scope All 

rs tell within Section 301 
ot the House bill, 


iquidations, 


termination 


1 
| 
othe Section 336 
which defined partial 
limited them to so-called cor 


porate contractions, 


requiring the corpora 
tion's abandonment of one business and its 
continued conduct of a s¢ parate one 


In the Senate’s rewrite of subchapter 
this approach was avowedly scuttled in fa 
vor of one which leaves open as a question 


tact the determination of whether a re 
demption 1s 


essentially equivalent to a 
dividend, that old and fruitful source of con 


troversy | 


us, under the Code, the first 
which Section 


302(a) applies is those which are not essen 


group of redemptions to 
tially equivalent to a dividend as set forth 
in Section 302(b)(1). However, the Senate 
report on the bill states that this deter 
mination is to be made without regard to 
whether or not the distribution is taxable 
as a dividend because of the absence or 
presence of earnings or profits of the re 
deeming corporation, and on the basis ot 
whether or not the redemption as to the 
particular stockholder is, by its nature, to 
be properly characterized as a sale.” If this 
approach prevails, there will be redemptions 
out ot capital which will, nevertheless, be 
essentially equivalent to a dividend, in the 
sense of a mere distribution, 
properly characterized as a sale 
302 will not, and Section 301 will, apply to 


such a redemption unless there is involved 


rather than 
Sectior 


a corporate contraction by reason of which 


the redemption 


tion Phe 


becomes a partial liquida 


previously 


question posed is 


of earnings and profits of the corporation is not 
material Example: X, the sole shareholder 
of a corporation having no earnings or profits 
causes the corporation to redeem half of its 
stock Paragraph (1) does not apply to such 
redemption notwithstanding the absence of 
earnings and profits The fact that the pro 
ceeds of the redemption are not taxable as 
ordinary income to X results through appli 
cation of section 302(d) and section 301."" 
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Proceeding to the other end of the list 
of redemptions to which Section 302(a) ap- 
plies, and omitting redemptions of railroad 
stocks pursuant to reorganizations under the 
Bankruptcy Act, it appears that under para- 
graph (3) of subsection (b), Section 302(a) 
will apply if all of the shares of a corporation 
owned by the stockholder and all shares 
constructively owned by him under the pro- 
visions of Section 318(a) are redeemed. 

Section 318(a) is a veritable Pandora’s 
box, attributing to a stockholder his ratable 
share of stock owned by 
estate or trust ot 


any partnership, 
which he is a partner or 
beneficiary, or any trust of which he is con- 
sidered the owner, or any corporation if he 
owns 50 per cent or more of the value of 
its stock, as well as all stock owned by his 
wife, parents, children or grandchildren. It 
provides for reattribution of attributed stock 
except that stock attributed by reason of 
family relationships shall not be again at- 
tributed for such reason. An entirely new 
provision has been inserted providing for 
reverse attribution to 50 per cent owned 
corporations, partnerships, estates and trusts 
of all shares owned by the stockholder, part- 
ner or beneficiary, unless, in the case of a 
trust, the beneficiary’s interest is contingent 
and represents less than 5 per cent of the 
trust property. 

Under 
by the 
deemed 


Section 302(b)(3), shares owned 
stockholder’s family and not re- 
may be disregarded pursuant to 
Section 302(c)(2) if the stockholder terminates 
all his connection with, and interest in, the 
corporation except as a creditor, condi- 
tioned on his not reacquiring any such inter- 
est or connection within ten years, except 
by inheritance, and on his not having dis- 
posed of or acquired stock of the corpora- 
tion, within the previous ten years, to or 
stock is attributable 
to him, unless, in the case of a disposition, 
the disposed-of stock is also redeemed, or 
unless avoidance of taxes was not one of 
the principal purposes of any such disposi- 
tion or acquisition. 


trom persons whose 


But how can Section 302(b)(3) ever come 
into play in cases where attribution of stock 
ownership under Section 318(a) applies? 
Perhaps, on its face, this appears to be a 
silly question. Someone went to all the 
work of drafting Section 318(a) and of hav- 
ing it apply either in a general manner or in a 
limited manner provided certain complex 
conditions precedent and subsequent are met. 


Nevertheless, under the decided cases and 


Mr. Owen points out the almost 
insuperable accounting difficulties 
of corporations redeeming their 
stock, under the sections he 
discusses, under which there is a 
shareholder-by-shareholder 
determination of whether there is 
involved a dividend or a redemption 
in partial liquidation or a 

Section 302 redemption. 


under existing Regulations, the redemption 
of all of a stockholder’s own stock, regard- 
less of the stock owned by his family or 
others, is sufficient to make the redemption 
not essentially equivalent to a dividend.” 
A real doubt exists as to whether Section 
302(c) is intended to cause Section 318(a) 
to apply to determinations under Section 
301(b)(1), which does not, by its terms, 
deal with stock ownership. But even if Sec- 
tion 318(a) is to be considered as applicable, 
a cogent argument can be made that it does 
not so change the character of a redemption 
of all of the shares in fact owned by the 
stockholder as to nullify the prior decisions 
holding that such a redemption is not essen- 
tially equivalent to a dividend, whether or 
not stock is also owned by members of the 
stockholder’s family, or others, which is not 
redeemed. If this be true, in such a case one 
need not pass beyond paragraph (1) of Sec- 
tion 302 (b) to get embroiled with para- 
graph (3) and harassed or defeated by its 
filigree of attributions, 
fine-spun conditions. 
is buttressed by 
specifically 


cross-attributions 
This conclusion 
Section 302(b)(5), which 
provides that in determining 
whether a redemption meets the require- 
ments of paragraph (1), its failure to meet 
the requirements of paragraphs (2), (3) or 
(4) shall not be taken into account. Para- 
graph (1) has thus not been cut down in 
its scope by the more drastic provisions ot 
paragraph (3). It may be noted that under 
the provisions of Section 115(g)(1) of the 
1939 Code which are similar to those of 
paragraph (1), the Commissioner, in 1951, 
proposed to amend the Regulations (which 
have for so long provided that the redemp 
tion of all of the stockholder’s own shares 
makes the redemption one not essentially 
equivalent to a dividend) to call for a con 
sideration, 


and 


also, of any close relationship 


of the stockholder to any remaining stock 





1” Regs. 118, Sec. 115(g)-1(a)(2); Ira F. Searle 
Estate, CCH Dec. 17,935, 9 TCM 957; Zenz v. 


984 


red . 
edemptions qualitv as bhoth Seetian 2%? 
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Quinlivan, 52-2 ustc 99418, 213 F. (2a) 914 
(CA-6). 
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holders, but this proposed amendment has 
just been abandoned because of the con- 
sideration given taxation of stock redemp- 
tions in connection with the 1954 Code.” 

However, paragraph (2) of Section 302(b) 
will undoubtedly apply, even with the at- 
tribution of ownership called for under Sec- 
tion 318(a), to certain cases which would 
not qualify under paragraph (1), and will 
be of real help in supplying certainty in ad- 
vance. Under paragraph (2), however, at- 
tribution to the stockholder of stock owned 
by his family, as well as others, is unquali 
fiedly operative. 

The paragraph is fairly clear. After the 
redemption, the stockholder’s holdings—his 
own and those attributed—must have less 
than 50 per cent of the voting power of all 
stock remaining outstanding and must em- 
brace a percentage both of the entire vot- 
ing stock and, by value, of the 
stock remaining outstanding, 


common 
which is less 
than 80 per cent of the percentage embraced 
in his holdings just prior to the redemption. 
The intent seems clearly to embrace a case 
where the stockholder never had any voting 
stock or never had any common stock, both 
before and after the redemption, notwith- 
standing the fact that there may be a dia 
letic difficulty with no per cent after re- 
demption being less than 80 per cent of 
no per cent before redemption. One must 
remember, in applying the 80 per cent test 
after redemption, to also reduce the total 
shares outstanding. The Finance Commit- 
tee failed to do so and certain examples 
in its report are, therefore, incorrect.” 
Clause (D) of the 


that the 


paragraph provides 
paragraph shall not apply if the 
redemption is pursuant to a plan the purpose 
or effect of which, in the aggregate, is not 
disproportionate as to the stockholder. This 
means that if there is a series of redemptions 
pursuant to a plan (they may demonstrate 
the existence of a p.an), the net effect of all 
of the redemptions must be considered to 
see whether the stockholder’s redemption 
was disproportionate. Later redemptions 
mav restore his remaining stock and that 
attributable to him to a position where it is 
50 per cent or more of the outstanding vot 
ing stock, or a percentage of the voting or 
common stock outstanding which is 80 pe: 
cent or more of the stockholder’s percentage 
of the same before his redemption. 


lat 


later redemptions may defeat the applica- 


Because 


2 Federal Register, October 10, 1951. Pro 
posed amendment of Regs. 111. Sec. 29.115-9 
Notice with Respect to Proposed Amendment 
of Section 29.115-9 of Regulations 111, by Com- 
missioner of Internal Revenue, November i 
1954 
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miualstxv: ac nartial lhawsdatinne want, 





tion of Section 302 to the stockholder’s 
redemption, particularly as he must lose 
control of the corporation, he should require 
some written declaration of intention and 
binding agreement limiting future redemptions 

Clause (B) of Section 302(c)(2) sets out 
certain prior transactions which will re- 
instate the attribution of family-owned stock 
to a stockholder by negatfng the application 
of clause (A). Clause (B) states that the 
benefit of clause (A) cannot be obtained if 
the stockholder has acquired or disposed of 
shares of the corporation within a period 
of ten years prior to the redemption from 
or to a person whose stock at the time of 
redemption would be attributable to the 
stockholder under Section 318(a), which in- 
cludes partnerships, estates, trusts, and 50 
per cent owned corporations, as well as 
members of the family. 


This seems to involve an error. It is be- 
lieved that Section 318(a), which includes 
all of the various sources of attribution, 
should read “Section 318(a)(1),” which cov- 
ers members of the family. The purpose of 
the clause was to prevent anticipatory split- 
ting up of shares among members of the 
family, by gift or sale, which would, in turn, 
if attribution within the family is pro- 
hibited by clause (A), permit of the entire 
redemption of the holdings of one member 
of the family without the redemption of the 
entire holdings originally held. But to de- 
feat the nonattribution of family-held stock 
just because stock was passed back and 
forth to or from some person or organiza- 
tion outside the family, whose stock con- 
tinues to be attributed to the stockholder 
and must, therefore, be also all redeemed 
in order for Section 302(b)(3) to apply, just 
does not make sense. In conference on the 
bill, a limited correction with respect to 
stock disposed of by the stockholder was 
made rendering clause (B) inapplicable if 
the disposed-of stock is also redeemed.” 
But no like relief was given in the case of 
acquisition of stock by the taxpayer. A fur- 
ther correction seems called for. The sav 
ing provision in the event tax avoidance 
was not one of the principal purposes of the 
transfers, set forth in the last sentence of 
clause (PB), would seem insufficient to take 
the piace of the needed correction. 


What are redemptions in partial liquida- 
tions, and to what extent do the same 


2S. Rept. No. 1622, 83d Cong., 2d Sess., pp. 
234, 235 
22H. Rept. No. 2543, 83d Cong 


. 2d Sess., Conf 
Rept., 1954 Code, pp. 8, 35. 








The Reonulatione wnder Section 1125(¢) 





ably was an oversight. 


redemptions quality both Section 


redemptions and partial liquidations ? 


as 302 


As stated by Section 336 of the House 
bill, partial liquidations were limited to re 
demptions incident to the abandonment by 
the corporation of 
while another was 
Senate 


one separate business 
continued. When the 
subchapter C, its inserted 
in the definition of partial liquidations set 
out in Section 346 practically the same test 
aS was incorporated in paragraph (1) of 
Section 302(b), namely, that a distribution 
in redemption of a part of the stock was a 
partial liquidation if it was not essentially 
equivalent to a dividend, although the Sen 
report the bill continued to refer 
to partial liquidations as involving, or pri 
marily involving, redemptions resulting from 
rpor 
The Senate 


ination Of 


rewrote 


ate on 


a ate contractions 


report 
whether 


states that the deter 
a redemption qualifies 
as a partial liquidation is to be made more 
trom the corporate the 
holder point of notwithstanding the 
ot the same language Section 346 
in Section 302(b)(1). It 
that Section 318 not made 
Section 346, perhaps for this reason 
under the 
with its fully entrenched meaning and with 
Section 318 being inapplicable, it seems that 
the redemption of all shares in 
fact the stockholder, himself, it 
timely and pursuant to a plan, without the 
redemption of shares held family, 
should surely qualify as a partial liquida 
tion. This would seem to be the even 
though such a redemption might, conceiy 
ably, be held not to quality Section 
302(a) redemption on the ground that Sec 
m 318 that a and more 
onstricted meaning than heretofore be given 
the phrase “not 
to a dividend” 
b)( l ). 


thove 


than trom stock 
view, 
use in 


as noted 
applicable to 
Ne vel 


language of Section 346, 


may be 


Is 


thele SS, 


complete 


owned by 


by his 
Case 
as a 


requires new 


essentially 
used 


the 


equivalent 
Section 302 


herein 


when in 


contrary to opinion 


express¢ d 


W hile 


stock redemptions incident to the 
closing out of one separate business and the 
continuation of another by the corporation 
included among partial liquidations as de 
fined in Section 346, it is expressly stated that 
redemptions 


are 


in partial liquidation are not 
limited to redemptions resulting from such 
corporate Actually, the only 
special advantage which distributions in re 
demptions pursuant to such corporate con 
tractions have 


contractions 


over other 


redemptions 
partial liquidations is that they continue 


in 


to 


*S. Rept 
*H. Rept 


986 


No 
No 


1622, pp 
2543. p 


19 
38 


243 


262 


December, 


In addition, Section 


new approach, the back and forth. 


Section 303 incorporates and 
broadens the provisions of Section 
115(g)(3) of the 1939 Code which, 
within the limits prescribed, permitted 
the treatment as sales of redemptions 
of stock included in a decedent's 
estate for estate tax purposes. 


qualify as partial liquidations even if made 
ratably to all the stockholders, as is express 
ly provided in Section 346(b), if that would 
not be true anyway. 


Summarizing, then, Section 346 provides 
that partial liquidations consist of (1) any 
one of a series of distributions in redemp 
tion of all of the stock of a corporation pur 
suant to plan, there being no time limit on 
must be 
ot complete 
and distribution 
part ot stock which is not 
essentially equivalent to a dividend, made pur 
suant to a plan within the vear the plan is 
adopted or in the next taxable year, including, 
but not limited to, distributions attributable t 
the corporation’s ceasing to conduct, or con 


the distributions except that they 
pursuant plan, that 
liquidation ; (2) 
demption of 


to a 


1S, 
any in re 


the 


sisting of the assets of, a trade or business 
actively conducted throughout a period of 
five years and 
period by the 

in| which 
whole 


not such 


acquired within 
corporation a transaction 
loss recognized in 
in part, if immediately after the 
redemption the liquidating 
actively engaged in the 
trade 


in 


gain or was 


or 
corporation 
conduct of another 
conforming to the same 
requirements specified for the first business 
The the bill ** 
that in the business, 
such 
old, changing production capacitvy—changes 
which 


s 


or business 


conference report on 


be 


obtaining 


Savs 


there can changes 


as new products, dropping 


are to constitute 
new busi 
new and differ 
definition in Section 

A comparable “two 
requirement found 
355(b), dealing with spin-offs. 


Here, again, it appears that the distribu 
tions in redemption occasioned by the de 
scribed corporate contractions would qualify 
as being not essentially equivalent to a divi- 
dend under the decided even if dis- 
tributed ratably to all stockholders.” It 
seems, therefore, that apart from the de 
batable effect Section 318 Section 
302(b)(1), all redemptions 


not of a character 
a different 
These provisions are 
substantially from the 
115(4) of the 1939 Code 


business” 


the acquisition of or 


ness 


is in Section 


cases, 


t 
ot 


on 


which would 


* See Joseph W. Imler, CCH Dec. 16,691, 11 
TC 836 (acq. 1949-1 CB 2) 
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quality as partial liquidations 
Section 302 
VICE versa, that all 


tions would qualify 


would alist 
quality as 


Section 302 redemp 


a plan, if there are any such, or which are 


not timely, and (2) possibly certain dispropor 


tionate redemptions under Section 302(b) (2) 


rhe question naturally 
] 


arises as to what 
onger served by Se ction 302, 
radical revision of subchapter ( 


purpose is any 
since the 
by the Senate The only step necessary to 
eliminate it would be to incorporate Section 
302(b)(2), and, if it were thought to 
any purpose, also 


(4), in the 


tions; 


serve 
302(b)(3) anc 


section 


definition of partial liquida 
under Section 301 only re 
demptions taxable as dividends; and thus 
virtually return to the existing in 
the 1939 Code Why not, if avoidance of 
confusion is desirable? It would lump all 
redemptions to be considered and _ treated 
as tantamount to sales, resulting in 
nized gains and 


include 


cle avage 


recog 
losses, in one area, and 


dividends in another 


Section 303 incorporates and broadens 


the provisions of Section 115(¢)(3) of the 
1939 Code which, 


scribe ad, 


within the limits pre 
permitted the treatment 


redemptions of stock included in a decedent's 


estate for estate tax purposes. Section 303 


as sale Ss O! 


has effected five principal changes The 
amount which may be distributed under the 
tection of the section is been increased 





cover not only death taxes but funeral 
administration expenses deductible un 
der Section 2053 In addition to the ex 


piration of three years and 90 days from the 


filing ot tl 


] 
and 


le estate tax return, the time 


within which distribution may now be made 


includes up to 60 days after a final decision 


of the Tax Court with respect to 


any as- 


serted estate tax deficiency. The minimum 
agyregate value of the stock of the corpo- 
ration required by Section 303 to be in- 
cluded in the estate can now be either 35 
per cent of the gross or 50 per cent of the 
Also, stocks of two corporations 


treated as the stock of one if 


net estate 

Call NOW be 
5 per cent in value of the outstand- 
ing stock of each is included in the estate 
Stock received upon or in substitution 


tor 
the stock included in the estate, that is, stock, 
the basis of which is to be determined bv ref 


erence to the basis of the old Stock, ma le 


redeemed if and to the extent the old stock 
could have 
shareholder 


been redeemed from the same 


Regs. 118, Sec. 39.115(g)-1(¢) (5) 
27 Regs. 118, Sec. 39.115(g)-1(c) (6). 
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redemptions, and, 


as partial liquidations, 
except for (1) redemptions not pursuant to 


namendaradA enanmtrahnmtan tn eanstal 










Phe Regulations under 
3)" state that 


not only 


Section 115(g) 
redemption may be made 
from the executors and adminis- 
rators but also from any spouse, heir, legatee, 


donee o1 joint 


tenant deriving the stock 
irom the decedent, but not from any person 
to whom the stock is given or sold by any 
of the foregoing subsequent to the death of 
the decedent The new Code 


seem to be in accord 


provisions 


Section 303 fails to expressly incorporate 
under Section 115(¢)(3) 
. limiting the aggregate dis 


+} 


he Regulations * 
of the 1939 Code 


tribution to all shareholders to the amount 


of the death taxes and, now, funeral and 
administration expenses. The 


language of 
the Code still sounds as though the aggre- 
gate of such taxes and expenses was the 
amount permitted to be distributed to each 
stockholder, which certainly is not the pur- 
pose of the section. The provisions of the 
prior Regulations will, undoubtedly, be car 
ried torward 


It may be noted that 


the bill Section 306 stock in 
cluded in the estate of 


he Senate report on 
states that 
a decedent loses its 
character as such, upon the decedent’s 


death, under Section 306(c).*% This is be- 
cause Section 306 stock is limited to stock 
which was received as Section 306 stock by 


the person disposing of it, and to stock the 


is determined with reference 
to Section 306 stock 


basis of which 


. These requirements 
are not met by stock held by persons who 


received it from the decedent, not even 


under the new provision in Section 1014(b) 


(9), in the case of stock given away by the 


decedent in contemplation of death or other 
wise disposed of in such manner as to 
require its inclusion in the decedent’s estate, 
all of which takes on a new basis on the 
decedent’s death. It is also true that the 
new stock received upon or in substitution 
for the old stock included in the decedent's 
estate mav be redeemed under Section 303 
without Section 306 consequences, even though 
it 1s Section 306 stock, if and to the extent 
the old could have been redeemed. So 


e Senate report on the bill.” 


Savs 
+} 


Section 304 incorporates the provisions of 
Section 115(g¢)(2) and requires the purchase 


by a subsidiary of the parent’s stock to be 
treated as a Section 302 or Section 303 re- 


demption by the parent, which apparently 


excludes its treatment as 


a partial liquidation 
even though involving 


corporate contrac 
tions or otherwise qualifying. This prob 


*S. Rept. No 
*S. Rept. No 


2, p. 245. 
p. 239 








202(a) which is expressly made applicable, 






ably was an oversight. In addition, Section 
304 adds a wholly new category of distribu- 
tions which are to be treated as Section 302 
or Section 303 redemptions, namely, pur- 
chases of one another’s stock by what are 
sometimes called 


porations. 


“brother and sister” cor- 


Under the 
corporation 
por ation, 


section, a subsidiary is a 
controlled by the parent 
Brother-and-sister corporations 
are corporations each of which is controlled 
by one or more persons, presumably mean- 
ing the same person or persons. 


cor- 


Control is 
defined as ownership of 50 per cent or more 
of either the voting stock or the total value 
of all classes of stock. For the purpose of 
control, Section 318 applies, 
attributing the ownership of stock as therein 
provided but with respect to a corporation, 
without regard to the requirement of a 50 
per cent ownership set forth in Section 
318(a)(2)(C). Persons (hence, also, corpo- 
rations) in control of a corporation are con- 
sidered to be in control of any corporation 
controlled by such intermediate corporation. 


determining 


As can readily be seen, the provision of 
Section 304(a)(1) that a corporation is to be 
treated as a subsidiary 
brother-and-sister 


has real 


rather than as a 
corporation, if possible, 
significance. Under the control 
definition and the attribution of ownership, 
almost any conceivable brother-and-sister 
corporation appears to be also a subsidiary, 
each of the other, and since, if possible, 
they are to be treated as parent and sub- 
sidiary, the redemption provisions with re- 
spect to brother-and-sister corporations seem 
practically inoperative. This is because Sec- 
tion 318(a) provides for a two-way attribu- 
tion, that is, not only of the stock owned 
by a corporation ratably to the shareholders, 
but also to the corporation of all stock 
owned by the shareholders, especially since 
the 50 per cent ownership limitation is to be 
disregarded. If the shareholders controlling 
one corporation also control another, then, 
by attribution, each corporation controls the 
other and is a 


subsidiary of the other. 


Here, again, the mind is staggered by that 
Pandora’s box of a section, 318. Back and 
forth one goes, ’round and ’round one goes, 
like the mating dance of the scorpions pho- 
tographed in “The Living Desert.” It would 
be entirely ludicrous if it not so im- 
portant. 


were 


One cannot help noting that whoever con- 


ceived of Section 318 


has become 
quite satisfied that he has gone far enough, 


in spite of the once more around, and that 


never 


new approach, the back and forth. Always 
there are special, varied and exciting devia- 
tions when the section is applied to this or 
that specific situation 
341, Section 318 
overboard in 


However, in Section 
thrown completely 
Section 544, which 
treats of personal holding companies, and 
which itself, found not to be quite 
right. So, variations were added, namely, 
brothers-in-law and sisters-in-law and sons- 
in-law and daughters-in-law. One can only 
admire the keen insight and firm grasp ot! 


Was 
favor of 


was, 


the subject which must be required for the 
decisions involved in approving the meas- 
ured differences incorporated in these sec- 
tions and their interminable variations. At 
least, in the brother-and-sister corporation 
provisions of Section 304, it looks as though 
the zenith, or 
tained. 


is it the nadir, has been at- 


If there is a 
ration left to 


brother-and-sister corpo- 
which Section 304 applies, 
then there is presented another serious but 
perhaps not insoluble problem. It 
in cases in which the distribution in re 
demption is not essentially equivalent to a 
dividend or is a disproportionate distribu- 
tion to which Section 302(b)(2) applies 
Distributions in the case of such redemp 
tions are treated as payments in exchange 
for stock, and the gain is normally recog- 
nized only to the extent the 
exceed the basis of the stock, in 
to the distributions being 
dends and, hence, 


arises 


distributions 
contrast 
treated as divi 
entirely income. 


The problem arises because of the simula- 
tions forced on the transaction by Section 
304(a)(1), where one of two brother-and- 
sister corporations purchases the stock of 
the other. The section provides (1) that the 
distribution shall be treated as a distribution 
in redemption of the stock of the purchasing 
company, contrary to the fact, and (2) that 
the stock shall be considered as having been 
transferred by the stockholder and received 
by the corporation as a contribution to the 
capital of the acquiring corporation. If it 
is a contribution to the capital of the ac- 
quiring corporation, the the stock 
in the acquiring corporation’s hands, under 
Section 362(a), 


basis of 


is its basis to the 
any gain 
Senate 


transferor 
recognized on the 
report” states that 
the stock in the hands of the 
corporation is its 


increased by 
transfer. The 
the basis of 
acquiring basis in the 
hands of the transferor. The Senate report 
makes no distinction as to whether or not 
the distribution is taxable as a dividend. The 
House bill provided that the stock should 


%* S. Rept. No 


988 


1622, p. 239. 


I realize this is a very definite and cate 
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< ynily be consider ed 


contributed to capital 
if the distribution were taxable as a divi- 


dend. 


Of course, if the Senate is right, and the 
transfer of the other corporation’s stock to 
the acquiring corporation is treated as a 
contribution to capital, the cost of such stock 
to the stockholder is added to the basis of 
his stock in the acquiring corporation.” 
sut what then is to be the treatment of the 
distribution? Is it applied against the tax- 
payer’s cost of the acquiring corporation’s 
stock as so augmented, whatever it may be, 
and the excess taxed as if a gain from a 
sale? Or will the whole 
taxed as if a gain from a sale? 
would the holding period be? 


distribution be 
And what 


I think the provisions of the section call 


for an improper treatment. However, since 


they are in effect, I think the distribution 
should be applied against the augmented 
cost of the acquiring corporation’s stock 
in the hands of the stockholder. The alter- 
native would seem to require the stock- 
holder to be taxed as required by Section 


By LEONARD M. RIESER 


Sonnenschein, Berkson, Lautmann, 
Levinson and Morse, Chicago 


ly DISCUSSING the subjects assigned 
to me it is perhaps even more necessary 
other 7 
two, 


than in some of the aspects of the 


new Code to make perhaps unwar- 


ranted, assumptions: The act means what it 
says, and the act says what it means. 
Based upon these assumptions, the more 
fundamental changes accomplished by the 
new Code in this area may be summarized 
as follows: (1) establishment of the non- 
taxability at the time of distribution of 
substantially all stock dividends; (2) estab- 


lishment of a definite rule with respect to 


% Edgar G. Murphy, Jr., CCH Dec. 14,705(M), 


4 TCM 813: Interstate Transit Lines v. Com- 
missioner, 42-2 ustc {§ 9618, 130 F. (2d) 136, 140 
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302(a), which is expressly made applicable, 
as though the distribution were in exchange 
for the stock actually surrendered, in which 
case its basis in the hands of the acquiring 
corporation would be its basis in the hands of 
the stockholder augmented by the gain realized. 


One cannot depart from the subject with- 
out pointing out the almost insuperable 
accounting difficulties of corporations redeem- 
ing their stock, under the sections discussed 
above, under which there is a shareholder- 
by-shareholder determination of whether 
there is involved a dividend or a redemp- 
tion in partial liquidation or a Section 302 
redemption. If the redemption is in partial 
Section 302 


liquidation or if applies, then 


adjustment must be made by the corpora- 
under 312(e) to its capital account. 
corporation make the deter- 


mination? Should not the effect of a re- 


tion 
How can the 
stockholders 


demption be uniform for all 


and determined at the corporate level? 
Certainly, further revisions of the Code 


[The End] 


are called for, and soon 






distributions oft 
types of appreciated property 

to both the 1 
establishing the 


t 


the hands of the distributee; and (3) estab 


lishment of a reasonably definite rule to 


the taxability of various 
with respect 
and distributee, and 


basis of such property in 


distributor 


cover the preferred stock bail-out problem 


Some of you may feel that this is an over 
simplification of the changes sought to be 
accomplished by Sections 301, 306, 307, 312 
and 316. I agree, but I thought that per- 
haps a little oversimplification might be 
welcome. 


In my opinion one should now be able to 
guess with comparative certainty, in most 
cases, whether any given corporate distribu- 
tion is in whole or in part to be taxed as a 
dividend, applied against basis, or treated 
as a sale or exchange 
141 (CCA-8); Commissioner v 
"9115, 75 F. (2d) 485 (CCA-2); 
6228, 20 BTA 431; S. M. 


Hadley, 35-1 ust« 
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definite and cate 
gorical statement for any lawyer to make 
about a tax law, particularly a new one, but 
if you will remember my two basic assump 


I realize this is a very 


tions, perhaps you will go this far with me 


Sections 301 and 316 


Let us first look at Sections 301 and 316 
faken together these sections concern them 
selves with every corporate distribution of 
property, other than in redemption of stock 
Sections 304), 
stock dividends and stock rights (covered 
in Sections 305 and 307), preferred stock 


(covered in 302, 303 and 


bail-outs (covered in Section 306), and dis- 
tributions in liquidation and reorganization 


Parts Il, Ill and IV) 


305, 306 and 307 will be 


(covered in Sec- 


tions discussed 


later herein 


With litthe more than normal cross-reter 


ence trouble we can deduce from these 


sections that 


distribution ol stock O1 stock 

ot the distributing 
whethet preterred or contimon, and whether 
with 
with two 
tioned, 


corporation, 


respect to preterred or common, 1s, 
minor exceptions hereinatter men 


not a taxable distribution 


distributiot 
rporate har 1O ris the amount 


pilus the tatr 


he amount any 


market value of the 
habilits 


assumed by 


} 
property SO distributed, 


minus any 


poration 


f the distributing corporation, 


the distributee-shareholder, or to which he 


takes property subject 


1 1 , 

liabilities assumes 

never reduce the amount 
low ze 


Che amount so distril 


muted is taxed % 
a dividend to the extent of the earnings and 
February 28, 1913, 


+} 


accumulated since 


ne ot e current 


so taxed as a 


dividend against basis, and 


the extent thi Is basis is taxed 


a sale or exchang lo the extent that 


the distribution in : ot basis repre 


sents increase 


before 


in Vi of property accrued 
March 1, a, is wholly 


trom taxation, 


exempt 


as under the old Code 


(5) The amount of any distribution to a 


corporate shareholder is the amount otf 


money, plus the lower of (a) the fair market 
value of the property or (b) its adjusted 
hands of the 


poration increased by the 


basis in the distributing cor 


if any, recognized to the corporation on the 


990 December, 


amount of gai, 


1954 ¢ 


distribution under Section 311(b) or (c) 
(which will hereafter be discussed by M1 
Emery, at page 995) and, of course, less 
liabilities assumed or taken subject to, as 
in the case of noncorporate shareholders 


(6) Since the amount of the distributio1 
to a corporate shareholder is limited to the 
lower of the fair market value or its ad 
justed Section 301(d) of the new 
Code makes it clear that the basis of thé 
property in the hands of the corporate dis 
tributee is equal to the amount of suc} 
distribution so determined, except that for 
the purpose of determining such basis the 
amount of liabilities assumed or taken sub 
ject to is not deducted 


basis, 


It will be noted, therefore, that this sec 
tion with its changes the 
old Code in only two important particulars 
It eliminates substantially all stock divi 
dends from taxation, and it clarifies the 
rules with distributions as t 
both the amount of the distribution and the 
basis in the hands of the distributec 


cross-reterences 


respect to 


Stock Dividends: Section 305 


The new treatment of stock dividends 
(including stock 7 


change So far as the 


rights) is, of course, a 


radical issuance 
the pre Koshland cas« 
with two minor ex 
eliminates such distributions 


whether the 


thereof 1s concerned, 
rule is re-established 
ceptions, and 
regardless of 


trom any tax, 


dividend is on preferred or common or 1 
preferred or common. (The late, well-know: 
Eisner must feel gratified!) The exceptions 
re quite minor. The first, which probabl 
ld not really be considered a stock div 
all, is the situation where the share 
take the 


Sucl 


election to 
stock or 
considered to be in lieu o 


holder is gi an 


distribution in money. 


distribution 1s 
monev and is taxed as though money had i 


fact been distributed Che other involves 
dividend 


stock 


issued to disch 4 arrea! 


ages of preterence dividends for the taxable 
year or the preceding year 


that such dividend is in discharge of olde 


To the extent 


arrearages, it is not taxable, but it may be 


come “Section 306 stock.” 


Since the stock dividend is not taxed, 
is provided that the basis for the dividend 
stock in the hands of the distributee 


be determined by 


shall 
allocating a portion of 
stock with respect to whicl 
the stock is issued, under regulations to be 


the cost of the 
prescribed. Presumably, this allocation will 
bg based upon the relative market values 
at the 


time of issuance, as was the old rule 


TAXES —The Tax Magazine 












— 














j 
} 
| 
| 






























































vith respect to nontaxable stock dividends 
An exception to the allocation rule, to 


avoid the necessity of making minor changes 


n the basis of the old stock, 1S provided in 
the case of stock rights having a relatively 
small value at the time of issuance. If the 
market value of the rights 1s less than 15 
er cent of the market value of the stock 
which is certainly true in most cases), 
inless the shareholder irrevocably elects 
therwise, the basis of the rights is treated 
is zero, and no adjustment is made in the 
basis of the stock. The election to allocate 
basis must be made in the return tor the 


ear in which the rights are issued 


Effect on Earnings and Profits: 
Section 312 


Section 312 is in large part a rearrange 


ment and clarification of various sections 
f the 1939 Code The general rule is that 
ipon a distribution the earnings and profits 
ire to be decreased by the sum ot (a) the 
money distributed, (b) the principal amount 
1 its own obligations so distributed and 
c) the adjusted basis of any other prop 
rty. In this connection, it should be noted 
hat the gain from the distribution of LIFO 
nventory provided for in Section 311(b), 
ind which Mr. Emery will discuss (at page 
995), is already included in earnings and 
profits and, there fore, no turther adjust 
ment is required therefor 


\n exception to this general rule is made 

the case of what are euphemistically 
illed “inventory assets,” which include not 
only true inventory, but also other property 
held primarily for sale to customers, and 
inrealized receivables Or fees (except re 
ceivables trom sales or exchanges of assets 
other than inventory assets). Unrealized 
receivables or fees are defined to mean any 
rights (contractual or otherwise) to pay- 
ment for goods delivered or to be delivered 
to the extent that the proceeds would be 
treated as received from the sale or ex- 
hange of property other than a capital 
asset and also payments tor services ren 
dered or to be rendered—all to the extent 
not previously includible in income. In 
such case the earnings and profits are in 
creased by the amount by which the fait 
market value ot such inventory assets ex 
ceeds the basis thereof to the distributee 
orporation, and are decreased by the lesser 
i the fair market value of the property so 
listributed or the earnings and profits so 
increased, Perhaps one or two examples 
would hely 
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Suppose a corporation has earnings and 
profits before adjustment of $10,000. It 
distributes an inventory asset having a basis 
to the corporation of $500 and a market 
value of $900. The earnings and _ profits 
are, therefore, increased by $400 (the excess 
of value over basis) and reduced by $900 
(the fair market value) so that after the 
distribution the earnings and profits will be 
$9,500 ($10,000 plus $400 minus $900). If 
in the above example the earnings and 
profits before adjustment are only $300, 
they would be increased by $400, as before, 
but reduced by only $700, instead of $900, 
since the earnings and profits after adjust 
ment are only $700 


\ second exception to the general rule 
was added shortly atter the act was passed 
to prevent so-called windfall distributions 
n the FHA loan situation 


It is not entirely clear whether the ad 
justments with respect to imventory as 
sets are to be made after the distribution, 
merely tor the purpose of determining the 
amount of earnings and profits available tor 
subsequent distribution, or whether the ad 
justment is applicable to the very distribu 
tion with respect to which the adjustment 
is made and for the purpose of determining 
the extent to which the distribution is to be 
treated as a dividend. This 1s not important 
in the case of a distribution to a corporate 
distributee, since the amount of distribution 
is limited by Section 301 to the adjusted 
basis of the property in the hands of the 
distributing corporation immediately prior 
to the distribution. It can become of great 
importance in the case of a distribution to 
a noncorporate distributec The title of 
Section 312 is “Effect on Earnings and 
Profits” and the adjustments are to be made 
according to the statute “On the distribu 
tion, etc.’ This language would indicate 
that the adjustment is applicable only tor 
the future and is not used to determine the 
taxability of the current distribution. On 
the other 


hand, such an interpretation 


would seem to allow f fl 


ree owage through 
the loophole sought to be plugged, and it is 
probable that the government will contend 
that the adjustment is to be made for the 
purpose of determining the taxability of the 
current distribution itself 


Please note that I have said nothing 
about appreciated property which is not an 
inventory asset. Neither does Section 312 
No exception to the general rule being pro 
vided, no adjustment is required on such a 
distribution and the earnings and profits are 
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not increased either before or after the dis- 
tribution by the excess of value over basis 
and are reduced after distribution only by 
the adjusted basis of such property and not 
by its fair market value. Again, in the case 
of corporate distributees, the adjustment is 
never greater than the adjusted basis any- 
way. The failure to create an exception to 
the general rule in the case of appreciated 
property represents, of reversal 
for 1954 and thereafter of the rule laid down 
in the Hershon and Godley cases. You will 
recall that in those cases the entire fair 
market value was taxed as a dividend, not- 
withstanding that the earnings and profits 
were not equal thereto. For example, if 
earnings and profits were $10,000, the basis 
of the property $5,000, and its fair market 
value $15,000, the Hershon and Godley rule 
would have required taxation as a dividend 
to the distributee of $15,000, whereas under 
Section 312 the dividend taxable to a non- 
corporate shareholder would be only $10,000, 
and the remaining $5,000 would be charged 
against the basis of the shareholder’s stock 
and the 


course, a 


excess taxed as gain on the sale or 


exchange of property. The basis to a non- 
corporate shareholder receiving the distribu- 
tion would be $15,000 (both under the 
Hershon and Godley rule and under the new 
Code) 
poration would, under the new Code, be 
reduced by only $5,000, being the basis of 


<4 


The earnings and profits of the cor- 


the property to the distributing corporation 
In the case of a corporate shareholder, of 
the dividend would be only $5,000, 
hands of the distributee 
would be $5,000, and the reduction in earn- 


ings and profits would be $5,000. 


course, 


its basis in the 


That this result was intended is made per- 
from the Senate The 

that result 
House bill, but that the 

thought this produced 
1939 Code. It 
that the Hershon 
cases were thereafter decided by 
the Second and Third 


fectly clear report. 


ints out this 
flowed from the 


House 


the same 


report pe same 
committee 

result as under the 
then goes on to explain 
and Godley 
Circuits respectively 
and that, therefore, the Senate 
wished to make it clear that the 


committee 
new section 
was not to be construed as declaratory of 
the law under the 1939 Code 


It would seem to follow, therefore, 

unless the Supreme Court should 

will be followed with re 

distribution made 

1953, but that thereafter 

the treatment of distribution of appreciated 
property will be as indicated above. 
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that 
revers¢ 
these cases they 
spect to any prior to 
De cember 31, 


December, 1954 ®@ 


Preferred Stock Bail-Outs: Section 306 


The government has for many years been 
trying to find a way to plug the preferred 
stock bail-out loophole. The typical case 
was that of a close corporation having a few 
high-bracket capital-gain hungry family 
shareholders, a large earned surplus repre- 
sented largely by cash and marketable se- 
curities, and a potential Section 102 problem. 
The obvious solution suggested by able 
counsel, at any rate since the decision in the 
Strassburger case, was to declare a preferred 
stock dividend (nontaxable), and then to 
shop around to find someone who would 
purchase the preferred 
shareholders at or 


stock from the 
slightly below the re- 
demption price, with at least an oral repre- 
sentation to the purchaser that the preferred 
stock would shortly be redeemed, followed 
shortly by such redemption. This pro- 
cedure solved practically all of the problems 
of the shareholders. The government was, 
of course, faced with the fact that there had 
been no distribution to the common share- 
holders out of the corporation and that the 
redemption of stock in the 
hands of the purchaser constituted a com 
plete termination of his interest. They de 
cided to attempt to tax the distribution of 
the stock dividend notwithstanding the 
Strassburger case, in the hope either of forc- 
ng a reversal of the decision in that case, 


the preferred 


imiting it to its specific facts, or, at worst, 
of inducing the court to hold that 
the stock dividend was obviously a 
of a plan for its prompt 

should be treated as an exception to the 
Strassburger rule. The ideal test 
the theory arose in a situation in which the 
commitment of a third party to purchase 
the stock preceded the issuance of the stock 
dividend, so that there difficulty 
about proving the existence of a plan. Not 
withstanding this favorable climate, the 
court of appeals decided against the govern- 
ment, and the Supreme Court denied certio 
rari early this year. The proposed new 
Code was already in the hopper, and Con- 
gress determined to do something about the 
situation by legislation. 

The version (Section 309 of the 
House bill) adopted a novel, drastic and, I 
might add, highly questionable plan to ac- 
complish its purpose. 


where 
part 


redemption it 


case to 


Was no 


House 


It sought to impose 
an excise tax at virtually confiscatory rates 
upon the corporation upon the redemption 
of “nonparticipating stock” issued as a stock 
dividend or otherwise than for value within 
ten years of its issuance or prior to January 
1, 1964, whichever was later, regardless of 


I 
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whether such issuance was wholly without 
a tax-saving motive, or without contempla- 
tion of a future tax-saving motive. A storm 
of protest was raised and the present Sec- 
tion 306 represents the Senate’s considered 
substitute. 


A new concept “Section 306 stock’—is 
created by this section. Broadly speaking, 
“Section 306 stock” is stock, “other than 
common stock issued with respect to com- 
mon stock,” to the extent that it was dis- 
tributed tax free since the effective date of 
the new Code, and to the extent that if 
money had been distributed instead of stock 
it would have been taxable as a dividend. 
In other words, if a corporation having 
earnings or profits issues stock (other than 
common stock issued with respect to com 
mon stock) in a transaction (nontaxable 
stock dividend or in a corporate reorganiza 
tion) the distribution of which would be 
nontaxable under the new Code, such stock 
constitutes “Section 306 stock” to the extent 


of the earned surplus at the time of issu 


ance. Stock issued to pay arrearages on 
preferred stock to the extent nontaxed as 
a dividend would, therefore, be Section 306 
stock. There are a number of special pro- 
visions to cover convertible stock or stock 
issued in exchange for Section 306 stock 
which must be borne in mind, but which 
limitations of time prevent going into here. 


It should be noted that common stock 
can be Section 306 stock, as well as pre- 
ferred stock, within the meaning of this 
definition, if the common stock were issued 
as a stock dividend to the holders of stock 
other than common stock It is, theretore, 
of great importance to determine what com 
mon stock is, for the purpose of deciding 
whether the dividend itself is paid in “stock 
other than common stoc k” or it is paid with 


1 ' t tc “st ] th thar 1) Fd 
respect tO STO K Other than common stock 


There is no definition of “stock other 
than common stock” in the Code The 
House draft defined “participating stock” 
under its Section 309, and because of the 
many attacks made upon the definition, the 
drafting group—perhaps with a bit of pique 

decided to “leave the definition of local 
law’’—whatever that means It is hoped 
that the regulations will attempt to cure 
this defe Ct. because, ot course, if this is left 
wide open, one would hardiy dare act in a 
doubtful case without a= special ruling 
Obviously, if stock is nonvoting, is pre- 
ferred as to assets and dividends, and has 
a fixed and limited participation in assets 
and dividends, it is clearly “other than 
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common stock.” But there are any number 
of variations which will be in doubt. A 
definition which has been suggested and 
which may perhaps get into the regulations is 


“Common stock for the purpose of sec- 
tion 306 means any stock which is not pre- 
ferred stock. Preferred stock means stock 
in respect of which (1) the dividends are 
cumulative, limited in amount and payable 
in preference to the payment of dividends 
on other stock, or (2) stock which is limited 
and preferred on liquidation and redemption.” 


Once having determined that certain 
stock is “306” stock, dire consequences 
follow: 


(1) If the stock is disposed of (other 
than by redemption) the amount realized is 
treated as gain from the sale of a non- 
capital asset to the extent of such stock’s 
ratable share of the amount which would 
have been a dividend at the time of distribu- 
tion if money had been distributed instead of 
stock, and as gain on sale or exchange of a 
capital asset to the extent of any additional 
gain over basis. No loss is recognized 


(2) On redemption, the amount received 
is treated as a distribution under Section 
301 and, therefore, taxed as a dividend un- 
der Section 316, to the extent of the earn- 
ings and profits at the time of redemption 
but not to exceed th 





ratable share of 
earnings and profits at the time of issuance. 
The balance, unless taxable as a dividend 
under some other section of the Code, will 
apply against the basis, and the excess will 
constitute gain trom sale or exchange. 


Some alarmists have suggested that a dis 
position of Section 306 stock by gift or by 


death may give rise to a tax liability upon 
the donor or upon the decedent or his estate. 


Personally, I do not think there is any 
substantial risk of this because the tax is 
upon the “amount realized” on sale or other 
disposition. It is difficult to conceive that 
the intangible benefits which may be de- 
rived by a donor by making a gift or by a 
decedent in a bequest would be construed 
as an “amount realized.” Furthermore 
such a disposition is probably covered by 
Section 306(b) (3). On the other hand, just 
what the consequences to the donee or 
legatee would be in such a case is by no 
Does the taint of the Section 
306 stock continue in his hands? Would a 


sale or redemption which terminated his 


means clear. 


interest entirely make him, nevertheless, 
subject to the tax? Could the donee or 
heir convert it to common stock, and then 
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dispose ot the common stock?’ Or would 
such transactions come within the excep 
tions hereinafter noted? Perhaps the regu- 
lations will answer some of these questions 
| don’t believe I can 


There are certain helpful exceptions which 
may be summarized as follows 


The penalties of Section 306 do not apply: 


(1) in case of a sale, as distinguished 
irom a redemption, if the sale terminates 
the entire stock interest of the shareholder 
applving the attribution provisions of Sec- 
tion 318, discussed by Mr. Owen at page 
979) and if the sale is not to a person whose 
ownership would be attributed to the seller 
nder such se ction; 

2) 


in case of redemption, if the redemp- 
tion is in complete redemption of all of the 


stock owned by the shareholder, again ap- 
plying the attribution sections; 


(3) in case the stock is redeemed in a dis- 
tribution in partial or complete liquidation 
to which Part II (Sections 331 346) ap- 

and 


(4) in case of a grand over-all exception, 
involving a return to the old subjective test, 
but with the burden on the taxpayer, when 
it is established “to the satisfaction of the 
Secretary or his delegate” that the distribu- 
tion, and the disposition or redemption—or, 
in the case of a prior or simultaneous dis- 
position (or redemption) of the stock, with 
respect to which the Section 306 stock was 
issued—was not “in pursuance of a plan 
having as one of its principal purposes the 
avoidance of Federal income tax.” 
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Since the test under this last exception 1s 
subjective, it is difficult to see just how one 
could “satisfy” the authorities in advance 
\ request for ruling would have to set forth 
the state of mind of the taxpayer when the 
stock was issued as well as at the time of 
sale or redemption, and the Secretary would 
hardly be precluded, even after a favorable 
ruling, from later claiming a misrepresenta 
tion of the state of mind. It would seem 
that this exception would only be relied 
upon in a very clear case—a case in which 
both thé issuance of the Section 306 stock 
and its subsequent sale or redemption were 
based upon reasons so obviously other than 
tax saving as to leave no possibility for the 
Secretary to be dissatisfied. Certainly, if 
you are called upon to advise a client before 
the stock is issued in the first place, you had 
better assume that the stock will remain 
tainted unless its sale or redemption comes un 
der one of the other exceptions. This may re 
sult in your advising your client not to issuc 
the stock if he expects to sell or redeem tt. 
except under those other exceptions. This, 
of course, is exactly what Congress sought 


to accomplish by enacting the section 


One interesting question raised by Sec 
tion 306 has to do with basis. If Section 
306 stock is issued it seems quite clear that 
the basis of the Section 306 stock is an 
allocable portion of the basis of the stock 
with respect to which such stock is issued, 
and the basis of such latter stock is ac 


cordingly reduced 


Suppose that the Section 306 stock is re 
deemed and the entire proceeds are taxed 
as a dividend. What happens to the basis 
allocated to the Section 306 stock? Eithet 
it might revert back to the stock with re 
spect to which the Section 306 stock was 
issued or it is lost forever. Or suppose 
that the Section 306 stock is sold, but all o1 
a part of it is taxed as a dividend and thx 
balance, if any, applied against basis 
Again, what happens to the remaining basis 
of the Section 306 stock? 


It would seem that the purposes of the 
section are satisfied by the imposition of the 
penalty tax itself, and that it was not in 
tended that a further penalty should arise 
through such loss ot basis. There 1S, how- 
ever, nothing that I can find in the statute 
which provides for the restoration of the 
unused basis. Perhaps the regulations will 
attempt to clear up this point or perhaps 
the Internal Revenue Service will contend 


that this is merely an additional penalty, 
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which, 
turther 


though probably 
inhibit the 


not imtended, will 
issuance of such stock. 

I have obviously not attempted to cover 
all of the provisions of the 1954 Code in 
detail in this area In a 
1939 Code 


number of in- 


stances the has been re-enacted 


and in some other instances 
No one, ] 
trust, will rely on what has been said here 
without carefully checking the statute and 
the 


without change, 


there have been minor changes. 


forthcoming regulations as problems 


[The End] 


arise 


Complete Liquidation of Corporations 


Under the 1954 Code 


By WILLIAM M. EMERY 
McDermott, Will and Emery, 
Chicago 


ie two preceding discussions have 
dealt with distributions that leave the 
corporation alive 
We now 


corporate 


and more or less active 
turn to the complete termination 


activity 


On first study, the relevant provisions do not 
involve as 


seem to many new complexities 


partial 
ms and bail-outs. But it ts 


is those dealing witl liquidations, 
ck redempti 


that the 


this 


masterly touch of the drafts 


new Co has created some 


leasant o1 herwise, which will 
] 


as we become more tamiliar 


and cross-references and 


specific situations 


extensive inno 


affecting complete liquidations. The 


Finance Committee decided to re 


basic principles of the prio 


relatively few 


Code. 


witl 
adopte d in the 


version, 


new 


Most of the with 
Part 


question 1S 


provisions dealing 
complete liquidations are contained in 
11 of Subchapter C first 
whether a particular liquidation is governed 


by the old or the 


Our 


new law. 


Effective Dates—Plan of Liquidation— 
Sections 392(a) and 395(b) 


Section 392(a) states the general rule that 


except as otherwise provided in Subchaptet 
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C—and exceptions will be noted in 
Part II shall apply with 
spect to a plan of liquidation only if the 
first distribution in pursuance of such plan 


22, 1954. 


SONNE 


due course re- 


occurs on or after June 


Heretofore, plans of liquidation have 
sometimes been specified in special provi 
but apparent assumption 
that every liquidation must have a plan. It 
unfortunate that 
a plan is found in a 


be r¢ gularly 


sions, here is an 


this insistence 
that 


seems upon 


section may not 


consulted 


Cautious and informed counsel and ¢ 
will 


take 
1] 


will henceforth 


+ 


porate secretaries note of this 


assumption and mak¢ 
that some recital, clearly qualitying 


a plan, 


sure 
as such 


is included in the corporate records 


If it is possible to have a liquidation with 


then it might not be subject 
Code, 


hence It 


“plan,” 


new even though 1 occurred 


seems 


, 
t 
most unlikely that 


vas intended It the new Code does 
assume that a plan is a necessary ingredient 
in every complete liquidation, it would fol 
low that the plan is not necessarily a writ 
statement in the minutes but 
may exist only in the minds of the directors 


or stockholders, 


ten corporate 


and its existence may be 


inferred solely from the evidence of then 


overt acts 


If the first distribution in a 1954 liquida- 
tion was made on or before June 22, 1954, 
or if there was a clear-cut adoption of a 
plan of that date, the 
liquidation is governed by the 1939 Code, 
Section 395(b), subject always to any lurk- 
exceptions Henceforth, 
will be with liquidations governed by 
1954 Code 


liquidation before 


Ing our concern 


the 
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Effect on Shareholders— 
General Rules—Sections 331, 346, 334(a) 


Section 331l(a)(1) 
distributed in 


states that amounts 
complete liquidation are 
treated as in full payment in exchange for 
the stock. Section 331(a)(2) states a sim- 
ilar rule for distributions in partial liquida- 
tion as defined in Section 346. Since we 
are now concerned only with complete li- 
quidations, we need look only to the portion 
of this definition containing the familiar 
provision that a distribution is treated as 
in partial liquidation if it is one of a series 
of distributions in redemption of all the 
stock pursuant to a plan. 


The requirement of a plan, not found in 
old Section 115(i), does not seem of great 
significance here, since if several distribu- 
tions are part of a series, it is almost a neces 
sary implication that there is a plan to bind 
them But the reference to “re- 
demption” is unfortunate. While it was 
lifted from the prior law, it is out of keeping 
with the intention of the new Code to draw 
sharp distinctions and 
rules for liquidations, 
other distributions of 


together. 


prescribe separate 
redemptions and 
property. Although 
this reference to redemption may be ex- 
plained as an inadvertent failure to adopt 
the old definition to the concepts of the 
Code and although Section 331(b) 
expressly states that Section 301 (relating 
to the effects on shareholders of distribu- 


new 


tions of property) shall not apply to any 
distribution of property in complete or 
partial liquidation—and there is also an in- 
ference from Section 346(c) that where both 
the redemption and the partial liquidation 
provisions seem to apply, the 
shall 
lingering doubts that the compartmentaliza- 
tion of these 


liquidation 


provisions control—still there are 


concepts may not have been 


¢ 
as complete as was intended. 


However, the new Code does seem clear 


as to the effect upon the shareholder of a 


complete liquidation, whether accomplished 
by a single [ 


distribution or by a 
distributions under a plan. It is 


Series of 
the same 
as under the prior law. Since the distribu- 
tions are treated as payment in exchange 
for the stock, the 
gain or 


capital 


shareholder realizes 
short term 
depending upon the holding period of his 
stock. (Sections 1221-1222, following old 
Section 117(a).) The amount of the gain 
or loss is determined as with any other sale 
or exchange, 


long or 


loss, 


with the distributed property 
being taken at its fair market value at the 
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time of distribution. (Sections 1001-1002, 
following old Sections 111 and 112(a).) 
This applies to corporate as well as indi- 
vidual shareholders. The new rule at Sec- 
tion 301(b)(1)(B) and (d)(2), permitting 
a corporate shareholder to take property 
at the cost or other basis of the distributing 
corporation in some cases, does not apply 
to distributions in complete or partial liqui- 
dation. (Section 331(b).) 


This fair market value of the distributed 
property likewise represents its basis to the 
recipient shareholders, individual or 
porate. (Section 334(a).) This was 
the prior law, although not expressly stated 
in the old Code. 


cor- 


also 


There is no time limit upon the duration 
of a liquidation under these general rules. 
under the prior law hold that 
when a corporation goes into a “state of 
liquidation” and its subsequent activities are 
not inconsistent with that status, distribu- 
tions are in liquidation, not dividends, even 
though the liquidation may extend over a 
number of Presumably these deci- 
sions have equal force under the new Code, 
provided the corporation inaugurates the 
state of liquidation by adoption of a plan 
of liquidation. 


Decisions 


years. 


Elective Recognition of Gain in Certain 
Liquidations—Sections 333 and 334(c) 


Old Section 112(b)(7), which has been 
in the law intermittently for many years, is 
now to be continued as a permanent provi- 
sion, Section 333. It permits the electing 
shareholders to take over property at the 
basis of the distributing corporation, thereby 
deferring tax on any increase in value of 
this property while held by the corporation. 
But an individual shareholder is taxed at 
a dividend rate upon his share of the cor- 
porate earnings accumulated after February 
28, 1913, and there are other offsets to the 
unrecognized Hence this 
whole provision has had a rather limited 
use. 


appreciation. 


Section 333 reflects minor changes in 


phraseology, mainly relevant 
A former provision that the election 
be made by either the liquidating 
corporation or the 


eliminated 


respecting 
dates. 
might 
shareholder has been 
The section is not applicable 
to a collapsible corporation to which Section 
341(a) applies. 
provision of 


The corresponding basis 
334(c) is also sub- 
stantially unchanged from old Section 113 


(a) (18). 


Section 
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Tax-Free Intercorporate Liquidations— 
Sections 332 and 334(b)(1) and (4) 


Turning to the intercorporate type of 
liquidation, we find the familiar provisions 
of old Section 112(b)(6) continued in new 
Section 332(a) and (b). The former re- 
quirement that the parent could not increase 
its percentage of stock ownership in the 
subsidiary at any time after adoption of the 
plan of liquidation has been eliminated. 
Where a foreign corporation is involved, 
the requirement of an advance ruling nega- 
tiving income tax avoidance as a principal 
purpose is continued by Section 367. 


Where the subsidiary transfers property 
in satisfaction of indebtedness to the stock- 
holder, it is essentially a sale of the property 
rather than a distribution in_ liquidation. 
But Section 332(c) now precludes recogni- 
tion of gain or loss to the subsidiary on 
such a transfer to the 80 per cent parent 
corporation if Section 332 is otherwise ap- 
plicable. This overrules I. T. 4109, 1952-2 
CB 138. 

Section 334(b)(1) continues the basis 
provisions of old Section 113(a)(15) without 
change in substance, except that they are 
now extended to these transfers of property 
in satisfaction of indebtedness under Section 
332(c). Section 334(b)(4) makes it plain 
that the continuation of the subsidiary’s 
basis applies only to the 80 per cent parent, 
not to another corporation that might hold 
a minority interest. 

It was established under the prior law 
that where the subsidiary was insolvent, 
so that all property received by the parent 
came to it as a creditor and it received 
nothing as a stockholder, old Section 112 
(b)(6) was inapplicable. Hence the parent 
was entitled to deductions for its invest- 
ment in stock of the subsidiary and for 
the unpaid portion of the indebtedness. 
This doctrine apparently continues in effect 
under the new Code. Section 332(c) does 
not in terms affect the parent corporation 
and, according to the Senate Finance Com- 
mittee, was not intended to do so. 








The carry-over provisions of Section 381 
apply to these tax-free intercorporate liqui- 
dations under Section 332. To avoid im- 
pinging on the discussion of Section 381 
by Mr. Rosbe (at page 1018), we may 
merely note here that the parent can now 
enjoy net operating loss and capital loss 
carry-overs, deductions for unamortized 
debt discount and expense, and other items 
originating with the subsidiary, along with 
an assortment of other credits and debits.’ 
The extent to which these or other items 
may be affected by Sections 382 or 269 
(the new version of old Section 129) is also 
beyond the scope of this discussion, Under 
the prior law some of these carry-overs 
might have been available under some deci- 
sions if the liquidation took the form of a 
statutory merger.’ But since this generally 
requires a stockholders meeting of the 
parent corporation and appraisal-retirement 
rights can be claimed by dissenting stock- 
holders, it is not often feasible in the case 
of a widely held corporation. 


Liquidation of Purchased Subsidiary— 
Section 334(b)(2) and (3) 


Old Section 112(b)(6) was a potential 
detriment in one important situation. This 
was where one corporation bought the stock 
of another at a price greater than the basis 
of the assets and proceeded to obtain these 
assets by liquidating the other corporation. 
The purchasing corporation would like, of 
course, to take over these assets at their 
fair market value, evidenced by the purchase 
price of the stock, rather than at the lower 
basis of the other corporation which would 
have carried through under a literal ap- 
plication of old Sections 112(b)(6) and 113 
(a)(15). 

In Kimbell-Diamond Milling Company, 
CCH Dec. 17,454, 14 TC 74 (1950), aff'd 
per curiam, 51-1 ustc 99201, 187 F. (2d) 
718 (CA-5), cert. den., 342 U. S. 827, the 
shoe was on the other foot, the cost of the 
stock being less than the basis of the assets. 
The government prevailed in its contention 





1One question that may arise is whether the 
earnings of the subsidiary carried over under 
Sec. 381(c)(2) are affected by Sec. 312(b), relat- 
ing to the distribution of ‘‘inventory assets,"’ or 
by Sec. 312(j), relating to any distribution 
where there is outstanding a United States 
insured loan greater than the basis of the prop- 
erty securing the loan, despite Sec. 312(d) and 
(f). Any such effects would be incongruous and 
are probably not intended. 

2 Stanton Brewery, Inc. v. Commissioner, 49-2 
ustc § 5941, 176 F. (2d) 573 (CA-2); American 
Gas & Electric Company v. Commissioner, 36-2 
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ustc § 9448, 85 F. (2d) 527 (CA-2); Helvering v. 
Metropolitan Edison Company, 39-1 ustc {§ 9432, 
306 U. S. 522; Adrian & James, Inc., CCH Dec. 
14,353, 4 TC 708 (1945); Koppers Coal Company, 
CCH Dec. 15,179, 6 TC 1209 (1946); Lehn & 
Fink Products Corporation, CCH Dec. 15,249, 
7 TC 287 (1946); Early v. Southgate Corporation, 
43-1 ustc § 9483, 136 F. (2d) 217 (CA-4). Earn- 
ings and profits have long been carried over in 
tax-free exchanges not limited to statutory 
mergers. Commissioner v. Sansome, 3 ustc § 978, 
60 F. (2d) 931 (CA-2, 1932), cert. den. 
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Legislative recognition of the 
Kimbell-Diamond doctrine comes as a 
welcome addition to the new 

Code, according to Mr. Emery. 


that the basis of the stock determined the 
basis of the assets to the acquiring corpora- 
tion. The underlying theory was that the 
transaction essentially a 


chase of the interim 


whole was pur- 


assets, the purchase 
this end, 


purpose and 


of stock being only a 
so that it 


means to 
outside the 
Section 112 


Was 


scope ol old 


Chis doctrine was followed in other deci- 
worked to the taxpayer’s 
advantage, was apparently accepted by the 
and had the merit of 
However, many purchases of 
corporate businesses were attended by un- 
certainty and the fear that a change in the 
trend of might occur 
years later. 
times transactions were so framed as to fall 
outside the language of Section 112(b)(6).’ 
Hence, legislative recognition of the Kimbell- 


where it 


sions 
government basic 
soundness 


decisions before or 


during tax audit some Some 


Diamond doctrine comes as a welcome addi- 
tion to the new Code. 


Che new provision is Section 334(b)(2), 


a subdivision of the basis section It ap- 
plies where there is an intercorporate liqui 
dation within the meaning of Section 332(b), 


under the following conditions 


(1) There is an 80 per cent stock owner 
language identical to 


Section 332(b) 


ship requirement, in 
that in 
(2) Stock this 80 per 


quirement must have been acquired by the 
distributee by 


meeting cent re- 
purchase during a 
than 12 months 
that the 
at any particular time, 
1954 “Purchase,” as 
334(b)(3), 


wholly or 


period 


ot not There is no 


more 


requirement made 


purchases be 
such as afte June a, 
defined at Section 
excludes (a) acquisitions of a 


partly tax-free character, such 


as an exchange under Section 351 or where 


the distributee’s basis is determined in 
reference to the basis 
from 


inheritance, or 


whole or in part by 
of the prior 
a decedent by 
by the other situations now 
cavered in Section 1014(b) and (c) acqui- 
sition from a person whose ownership of 
the stock would be attributed to the dis- 


owner, (b) acquisition 
bequest or 


transters or 


*For a recent review of this subject and the 
pertinent decisions, see the discussions by 
Frederick R. Shearer, ‘‘Taxable Transfers of 
Corporate Businesses,’’ TAXES, December, 1953, 
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tributee under the constructrve ownership 
rules of Section 318(a). One would scarcely 
consider “purchase” as including a bequest 
from a decedent but this is not the only 
instance of definition by circumnavigation. 


(3) The other requirements of 
332(b) must be met, 
within three years. 


Section 


such as completion 


(4) The distribution must be pursuant to a 
plan of liquidation adopted after June 21, 
1954, and not more than two years after 
the date of the qualifying purchase. If 
this involved a transactions, the 
two-year period is measured from the 
transaction 


series of 
last 
such 


There is a latent question of interpreta 
tion in thisr last requirement. When there 
is a series of transactions, all part of the 
same program, resulting in the acquisition 
of more than 80 per cent of the stock, is 
the two-year period measured from the 
purchase that crossed the 80 per cent mark 
or from the 
Perhaps the 
answer. 


purchase of the series? 
will 


last 


regulations provide an 


Until the answer is clear, the purchasing 
corporation which does not want to use the 
Kimbell-Diamond doctrine—as where its cost 
of the stock is less than the subsidiary’s 
basis for the assets—may be well advised t 
wait a full two years after its last acquisi 
tion of the subsidiary’s stock. 

This was not permissible (i1 
theory if not in practice) under the court 
made Kimbell-Diamond doctrine. An inten- 
tion of the acquiring corporation at the time 
of purchasing the stock to obtain the assets 
factor. If it 
existed, the doctrine applied, no matter how 
long the liquidation might be delayed. Such 


election 


by liquidation was a crucial 


intention is now immaterial 


\ two-way election seems necessarily in 


herent in Section 334(b)(2), but it is avail 
able only to the 


and willing to be patient. If it 


corporation that is able 
acts within 
the prescribed time (and the other require 
rule 


ments are met), the new applies auto 


matically. If the plan of liquidation is not 
adopted until after the two-year period, the 


new rule does not apply 


There may, of course, be a question as 
to when the plan was adopted, especially if 
a plan of liquidation is not restricted to a 
formal recital in the corporate minutes and 
p. 1033, at pp. 1035-1038, and by Paul T Kessler, 
Jr., ‘‘Purchase and Sale of a Closely Held Corpo- 


rate Business,’’ TAXES, December, 1950, p. 1169, 
at p. 1172 
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ieed be 


urposes ot 


no more than a state of mind for 
Section 334(b)(2). 


If the liquidation is governed by Section 
334(b)(2), the carry-over rules of Section 
381 do not apply. (Section 381(a)(1).) If 
the requirements of Section 334(b)(2) are 
met, the cost of the stock is applied to the 
assets as exist at the time they are 
listributed in liquidation, regardless of how 
they may 


they 


have been atfected by earnings o1 
fluctuations in value in the | 


interim period 
after the 


purchase of the stock. This also 
curred in some decisions under the old law. 


In applying the basis for the stock to the 
assets received in liquidation, proper adjust 
made tor 
liabilities involved 


ing to 


monev distributed 
It will be interest- 
the regulations 
governing these adjustments will be simple 
ind practical or whether—in search of a 
theoretically ideal treatment of all presently 
problems—they will 
meshed in complexity in the 


ment is to be 
] 


and 


observe whether 


foreseen become en 
manner that 
has increasingly plagued income and excess 


profits tax legislation in recent years. 
What if 


lation 
would 


the money received in the liqui- 
exceeds the the stock? It 

that Section 332(a) prevents 
recognition of gain to the parent corporation 
ven if Section 334(b)(2) is applicable. But 
there basis for the 
stock to be applied to any assets other than 
the money. Under old Section 112(b) (6), 
the decisions held that would not be 
recognized to the parent in such a case, and 


cost oft 
seem 


would be no remaining 


gain 


there is no apparent change in the language of 
Section 332 that would call for 
result Hence it would 


Valt 


a different 
desirable to 
out the two-year period, proceed with 
i tax-free liquidation under Section 332 and 


et the the 


seem 


subsidiary’s basis follow all 


issets under Section 334(b) (1) 


What govern the 


purchased subsidiary 
>) 


rules liquidation of a 
when 334(b) 
applicable? the liqui- 
lation extends beyond the three-year period 
specified at Section 332(b)(3). Or suppose 
that two corporations purchase the stock of 
1 third corporation to obtain its assets, each 
purchaser taking less than 80 per cent of 
the stock. If there are interim fluctuations 
in the earnings or in the value of the assets, 


Section 


is not Suppose 


vill gain or loss be recognized to the pur- 
chasers under Sections 331 and 1001(b) or 
will the Kimbell-Diamond doc- 
trine retain sufficient vitality 


court-made 
to supersede 
1 literal application of those provisions as it 
lid old Section 112(b)(6)? The answer lies 


n the future 
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Effect of Distributions 
on Liquidating Corporation— 
Sections 336 and 453(d) 


For many years the regulations have pro- 
vided that no gain or loss is recognized to 
a corporation on the distribution of property 
in complete or partial liquidation. Now this 
has been incorporate d in the Code—Section 
336 The distribution 
sale or exchange to 
it is not a taxable 
corporation. 


may be treated as a 
the shareholders, but 
event to the liquidating 


The new rule of Section 332(c) which also 
exempts some transters of property in satis 
faction of indebtedness in connection with a 
tax-free intercorporate liquidation has been 
previously noted 


Distribution of obligations is 


installment 
exception to the 


Section 336 


a specific general rule of 
This precipitates tax to the dis 
had 
installment basis, the gain 
determined by reference to the fait 
market value rather than the face value of 
the obligations. (Section 453(d), similar to 
old 44(d).) But this exception 
is subject to a counterexception if there is 
an intercorporate liquidation under Section 
332 


tributing corporation which been de 
ferred under the 


be ne 


Section 


If gain or loss is not recognized to the 
distributee corporation, it is also not recog 
nized to the distributing the 
installment (Section 453(d) (4) 
(A).) This counterexception is broader than 
the prior law in that Section 332 also em 
braces a Kimbell-Diamond liquidation under 
Section 334(b) (2) 


corporation 
obligations. 


\ new counterexception applies in cases 


under Section 337, to be discussed below, 
relating to sales incident to certain liquida- 


tions. As will be seen, this applies only to 


bulk 


property in 


such obligations acquired in a single 
the like 


sale of inventory and 


he course of a liquidation 


Distributions Not in Liquidation— 
Section 311 


\lthough the strict confines of 
the subject of complete liquidation, it is of 
interest to compare Section 336, relating to 
distributions in liquidation, with Section 311 

Section 311(a) 
rule—that no 


beyond 


similar 
shall be recog- 
nized to a corporation on the distribution 
of property with respect to its stock. But 
in addition to installment obligations gov- 
erned by Section 453(d), 


exceptions are made: 


states a general 


loss 


gain or 


two additional 
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LIFO inventory.—(Section 311(b).) The 
inventory is repriced at the standard method 
(cost or market, whichever is lower, or the 
retail method if used by the corporation). 
The excess of this amount over the amount 
under the LIFO method is treated as gain 
recognized to the corporation from the sale 
of the inventory. The LIFO amount is de- 
termined as if the taxable year closed at the 
time of the distribution. Since LIFO inven- 
tory computations depend upon a com- 
parison of opening and closing quantities, 
with interim fluctuations being disregarded, 
selection of the date of distribution may be 
a decision of importance. 


It is possible under LIFO to have inven 
tory groups priced at amounts greater than 
under the standard methods. Differences in 
this direction should offset those in the 
other direction, since the objective of Sec- 
tion 311(b) 
inventory from 
on an 


seems to be to write up the 
LIFO to standard pricing 


over-all basis 


Liability exceeding basis -of property. 
(Section 311(c).) If the distributed property 
is subject to a liability, or if the shareholder 
assumes a liability in connection with the 
distribution, and such liability exceeds the 
corporation’s adjusted basis for the prop- 
erty, such excess is gain recognized to the 
corporation as if it had sold the property at 
the time of the distribution. But where the 
shareholder does not assume the liability, 
the hypothetical selling price shall not be 
taken as greater than the fair market value 
of the property. 

It would seem that capital gain treatment 
should apply if the other requirements thereof 
are met 1239 (Section 117(0) of 
the 1939 Code) denies capital gain treatment 


on sales 


Section 


of depre ciable property between a 
corporation and an 80 per cent controlling 
shareholder. But Section 311 (c) does not 
provide that the hypothetical sale is deemed 
to be made to the distributee shareholder. 


From a reading of Section 311 alone, it 
might be thought that these two exceptions 
apply to distributions in liquidation. If so, 
Section 311 would be in open conflict with 
Section 336, which specifies that gain or loss 
is not recognized upon distributions in liqui- 
dation. Any such conflict should be re- 
solved by the familiar principle of statutory 
construction—that the specific takes prece- 
The committee re- 
ports also indicate an intention to distinguish 


dence over the general 


sharply among liquidations, redemptions and 


other property distributions, and to apply 
separate rules to each category. 

It follows that a corporation can dis- 
tribute LIFO inventory, or any other in- 
ventory or other property having a value 
greater than its basis, in a taxable complete 
liquidation to its shareholders with these 
results: (1) The distributing corporation is 
not taxable on the 
(2) this 
computation of gain or 


value over 
reflected in the 
loss to the share- 
holders and so, in effect, is taxed at capital 
gain rates; and (3) the shareholders can sell 
such property at its market value without 
further tax liability. 


excess of 


basis; excess is 


There is 
The same 
the prior law. 


conclu- 
under 


these 
occurred 


new in 
results 


nothing 


sions ’ 


The transfer of property subject to a lia- 
bility, or for the assumption of liabilities, 
is another matter. As previously noted in 
connection with intercorporate liquidations, 
this may be a gain or loss transaction re- 
gardless of Section 311. 

While it is concluded here that these ques 
tions of LIFO inventory and liabilities in 
excess of basis are not governed by Section 
311 in the case of a complete liquidation, 
some doubt may in connection with 
the transactions discussed by Mr. Owen 
(at page 979), since there may be 


arise 


some 
overlapping of statutory coverage between 
partial liquidations and stock redemptions, 
despite the committee intent and pronounce 
ments. The Section 311 
apply to the corporate 
cussed by Mr 


rules of clearly 
distributions dis 


Rieser (at page 989). 


Sales Incident to Liquidation— 
Sections 337 and 392(b) 


A new provision of considerable interest 


is directed to the situations dealt with in 
Commissioner v. Court Holding Company, 45-1 
ustc 9215, 324 U. S. 331, and U. S. v 
Cumberland Public Service Company, 50-1 
ustc ¥ 9129, 338 U. S. 451, namely, whether 
a sale of assets by the shareholders shortly 
after they have received them in liquidation 
can be attributed to the corporation, with a 
resulting tax to the corporation. Legislative 
treatment of this problem has long been 
under consideration. The view once ad- 
vanced by government spokesmen was that 
the increase in value of the property while 
in the corporation’s hands should be taxed 
in all cases, and this would probably have oc- 
curred under the House version of H. R. 8300. 


* They are subject, of course, to the nonappli- 
cation of Sec. 341 dealing with collapsible cor- 
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porations and of the Court Holding Company 
doctrine to be discussed later. 
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Section 337 of the new Code deliberately 
proceeds in the 
eral, it 


opposite direction. In gen- 
corporation which has 
adopted a plan of complete liquidation and 
carries it out within a specified period to 
make 


permits a 


sales of assets—even inventory in 


without recognition of gain or 
loss, even on sales for cash. 


some cases— 


Taken together, Sections 337 and 334(b) 


(2) virtually eliminate debates between pros- 


pective buyers and sellers of a corporate 


business 


sold, at 


as to whether stock or assets shall 
major tax 
selling inter- 
of Section 337 that 


1] not be a double tax on the profit, 


least insofar as two 
concerned ‘I | = 


assurance 


corporation actually realizes its 
ale. The purchasing interests 
f Section 334(b)(2), 
the courts of the 
!!-Dtiamond doctrine and thus will have 


for the purchased 


assurance ot 


f 


ear reversal in 


property 


337(a) provides that if a corpo- 
a plan of complete liquida- 
tion after June 21, 1954, and within the 
12 ] 7 


mont}! 


ade ypts 


period beginning on the date of 

adoption, all of its dis- 
tributed in liquidation (less assets retained 
to meet claims - 


assets are 


a commendable recognition 
of the practicalities of 


tions), 


corporate liquida- 
recognized 
to the corporation from its sale or exchange 


of property within such 12-month period 


then no loss is 


gain or 


This exemption is not intended to apply 
to sales in the ordinary course of business. 
So the statute makes exception for sales or 
exchanges of (1) stock in trade, other in- 
ventoriable property and property held pri- 
marily for sale to customers in the ordinary 
course of the trade or business; (2) install 
ment obligations acquired in respect of the 
sale or exchange of such property, whether 
before or after adoption of the plan; and 
(3) installment respect of 
other exchanged 
the d adoption of the plan 
tion 3 


obligations in 
property sold or before 
( Sec- 


te oft 


a 
>> 
4 


7(b)(1).) 


But a 


event o! a 


counterexception 
single bulk exchange. 
(Section 337(b)(2).) If substantially all the 
property noted under item (1), that is, stock 
in trade and the like, is sold or exchanged 


applies in the 
sale or 


to one person in one transaction, the general 
rule of nonrecognition applies to this trans- 
action, Any installment obligations acquired 
in respect of such transaction can also be 
sold or exchanged tax free in the subsequent 
course of the Liquidation (within the 12-month 


period), or they can be distributed in the 
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liquidation without precipitating a tax to the 
corporation. (Sections 337(b)(2), 336 and 


453(d)(4)(B).) 


Installment obligations from sales or ex- 
changes other than such a single bulk trans- 
action are not exempted. The corporation 
is taxed on the increment of deferred profit 
whether it sells such obligations or 
tributes them in liquidation (except a 


dis- 
tax- 
free intercorporate liquidation under Section 
332, as previously noted). (Section 453(d) 
I 


Transition rules, on an elective basis, ap- 
ply to sales during 1954. If a plan of complete 
liquidation was adopted in 1954 prior to 
June 22, 1954, the corporation may elect 
to proceed under provisions which appear to 
apply the rules of Section 337 in all respects 

392(b)(3).) Whether or not the 
corporation 1 a plan within such 
period, if all its assets (less assets retained 


(Section 


ade yptec 


to meet claims) are distributed before Janu- 
ary 1, 1955, in complete liquidation, and it 
makes a proper election, no gain or loss is 
recognized to the corporation from its sales 
or exchanges of property during the calen- 
dar year 1954. The exceptions for stock in 
trade and the like and for installment obliga- 
tions also apply under this rule 
of installment 


The status 
arising from 
stock in trade for like property (item (3) in 


the listing 


obligations not 
above) is determined by refer- 
ence to January 1, 1954, instead of the date 
of a plan. (Section 392 (b)(1) and (2).) The 
time and manner of making these elections 
is to be prescribed by regulations. 


None of these nonrecognition rules apply 
to sales or exchanges by a collapsible corpo- 
ration as defined in Section 341, nor do they 
applv if Section 333 (relating to an elective 
rule in certain liquidations) applies. (Section 
337(c)(1) and (2).) Presumably Section 
333 applies only if some shareholders elect 
thereunder, but the supercautious may avoid 
any doubts by spreading liquidation distribu 


tions over two or more calendar months 


In the 
liquidation under Section 332, the application 
(and the 1954 transition 
rules) depends upon the applicable basis pro 
vision. If it is Section 334(b)(1), so that the 
parent takes the assets at the subsidiary’s 


case of a tax-free intercorporate 


of Section 337 


basis, Section 337 is wholly inapplicable. If 
it is Section 334(b) (2), the Kimbell-Diamond 
rule under which the parent’s cost of the 
stock is applied to the assets, the nonrecog 
nition of gain extends only to that portion, 
if any, of the gain which is not greater than 
the excess of (1) the portion of the basis of 


1001 





the stock which is allocable to the property 
sold or exchanged over (2) the adjusted 
basis of such property to the liquidating cor- 
poration. (Section 337(c)(2).) Section 334 
(b)(2) contemplates that the basis of the 
stock is to be applied to the assets at the 
time of distribution, but this last rule seems 
to require a hypothetical allocation in ad- 
vance of the distribution. Apparently recog- 
nizing that this may present some unforeseen 
difficulties, this allocation has been left to 


the tender mercy of the regulations 


If for any reason distributed in 
liquidation are sold shortly thereafter by the 
may still face the issue 
ourt Holding Company deci- 
If property other than inventory is in- 
volved, there should be no corporate tax, 
for even if a 
attributed to 


(or the 


assets 


shareholders, we 
posed by the ( 
s10n 


sale by the shareholders is 
the corporation, Section 337 
1954 transition rules) should pre- 
clude recognition of gain or loss to the cor- 
poration. In the case of inventory or like 
property, similar protection is extended only 
to the extent that the sale by the share- 
holders which is 
corporation 
ments 


being attributed to the 
meets the bulk require- 
It is only via Court Holding Company 
or a comparable route * that the corporation 
which has distributed assets (other than in- 
stallment obligations) can be taxed upon 
the appreciation in value of such assets, if 
the conclusions stated under the discussion 
of Sections 336 and 311 are correct 


sale 


All of the preceding discussion of Section 
337 has tacitly assumed that assets of the 
liquidating corporation never have a 
below 


value 
There are, of course, often 
lower value. In such in 
stances, the corporation may wish to realize 
upon potential losses. Since 
337 is a two-way 


its basis 
assets of much 


these Section 


street, any sales or ex- 
changes to realize such losses must be made 


befo:e adoption of a plan of liquidation. If 


informal or mental plans are permissible, 


issues of tact may 


arise over the time of 


adoption 


Collapsible Corporations—Section 341 


The collapsible corporation provisions, much 
like so-called loophole -closing legislation, 
other than 
the movie producers and building construc- 
tors who are considered to have inspired 
Section 341 must be 


only in 


may apply to many situations 


them considered not 


connection with 


every complete 


*See the writer's discussion, ‘‘Liquidating 
Distributions by Corporations Preceding Sale of 
Assets TAXES, December, 1949, p. 1057 
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liquidation, but also if there is a true partial 
liquidation, a stock redemption, a distribu- 
tion from capital which exceeds the basis 
of the stock and even in many 
exchanges of stock not involving 
any distribution by the corporation. If ap- 
plicable, it denies the capital gain treatment 
otherwise accorded to these transactions 


cases ot 
sales or 


Extension of these provisions to distri 
butions from capital, to which Section 301 
(c)(3)(A) would normally apply, is 
in the statute but was contained in_ the 


regulations under the prior law. 


new 


It was in an attempt to extend the exist 


ing provisions and mix them with other 


basic changes relating to corporate distri- 


butions that the House bill 
The Senate Finance 
turned to existing law 
minor 


went so tar 
afield. Committee re- 
with comparatively 
with a further minor 


committee, its 


changes and, 


change by the conference 


version prevailed. 


Since Section 341 is patterned so closely 
after old Section 117(m), which dates back 
to the Revenue Acts of 1950 and 1951, ne 
attempt will be made here to explain its 
operation in detail. Only 
existing law will be noted. 


changes from 


assets at 


The definition of “Section 341 
Section 341(b)(3) is 
the definition of 


new. It is keved t 
“collapsible corporation” 
at Section 341(b)(1) and the new presump 
tion at Section 343(c). The 
connection with purchased 
braced stock in trade, inventoriable 
property property held primarily for 
sale to customers in the ordinary 
The new 
adds two additional categories 


prior law, i1 
property, em 
only 

and 
course ot 


the trade or business. definition 


(1) Unrealized receivables or fees, mean 
ing any rights (contractual or otherwise) t 
payment for (a) goods delivered, or to be 
delivered, to the extent 
therefrom would be treated as 
received from the sale or 
noncapital asset or (b) services 
or to be rendered, to the extent 
rights to payment are 
under the 
method. 


that the proceeds 
amounts 
exchange of a 
rendered, 
that sucl 
not includible in in- 


come corporation’s 


accounting 
Receivables from sales of property 
which is not a Section 341 asset are not in- 
cluded. Note that this exception refers to 
sales but not exchanges. (Section 341(b) 
(3)(C) and (4).) 


(2) Property described in 
follows old 


1231 
117(3)- 


Section 


(b)—which Section 


see the discussions by 
Kessler, cited at footnote 3 


Messrs, Shearer and 
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being mainly depreciable property and real 
property used in the trade or business, but 
without regard to any holding period speci- 
fed at Section 1231(b). However, this 
broad category is restricted so that Section 
341 assets do not include truly productive 
issets—property 
in connection 


which is or has been used 
with manufacturing, 
struction, production or 
Section 341(b)(3)(D).) 


con 


selling operations 


Property of any nature held for three 


years O1 is specifically excluded from 


Section 


more 
341 tacking rules of 
Section 1223 apply in determining this hold 
ing period, but the period does not begin 


assets rhe 


before the completion of the manufacture, 
‘onstruction, production or purchase of the 
property by 
whose 


the corporation or the prior 


wet period is taken into account. 


It is not clear whether these provisions 
noted in the last sentence are also applica- 
ble under Section 341(d)(3), which repeats 
the rule from old Section 117(m)(3)(C) 
that Section 341. shall apply to gain 
realized after three years following the 
completion of the [ 


the property. 


The presumption at 
new. A 


‘ollapsible corporation if at the time of the 


not 


manufacture, etc., of 


341(c) is 


deemed to be a 


Section 
corporation 1s 


sale, exchange or distribution, the fair mar- 
value of its Section 341 


ket assets IS: 


(1) 120 per cent or more of the adjusted 


basis of such Section 341 and 


assets; 
(2) 50 per cent or more of the 
total 

not 


fair market 
value of its this 


total 


assets For purpose, 


assets do include cash, obligations 


which are capital assets in the hands of the 


orporation, certain governmental short-term 


liscount obligations described in Section 


1221(5) and stock of any 
Hence, 


other corporation 
as applied to the actual assets, con 
siderably less than 50 per cent may satisfy 


this condition. 


This 


proper 


may be 
But the 


presumption rebutted by a 


showing absence of the 
onditions supportin 


not 


this presumption does 
give rise to a 


the 


counterpresumption in 
tavor oft 

The 
ts nonapplicability to small minority share 
‘| he 
onstructive ownership has been reduced to 
(Section 341(d)(1).) 


taxpayel 


final change in Section 341 deals with 


olders former 10 per cent actual or 


+ per cent 


Liquidation distributions likewise 
the dividends paid deduction of a 
sonal holding company. (Sec 


increase 
foreign per- 
556(a).) But here 
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Foreign Personal Holding Companies— 
Sections 342 and 6162 


Section 342(a) continues, without appar- 
ent change in substance, the last sentence 
of old Section 115(c). This specifies short 
term capital gain 
distributions in 
dation of 


treatment 
partial or 
certain 
ing companies. 


gain on 
liqui 


hold 


1or 
complete 
foreign personal 


\ new 342(b), 
permitting 
treatment (it the 
thereot met) tor a 
of distributions in complete liquidation, if 
the after June 21, 1954, and 
the before January 1, 


provision, Section grants 
a temporary 
term capital 


requirements 


exception, long 


gain other 
are series 
first is made 


last is made 


1956 
This does not, in terms, apply to a com- 
plete liquidation accomplished by a single 


distribution during the specified period. 


The extension of time to pay tax on the 
complete liquidation of a personal holding 
company or a foreign personal holding 
company, contained in old Section 56(c) (2), 
is continued in Section 6162 with two minor 
changes. It now applies only to 
beginning 


and, to 


taxable 
1956, 


administration, 


years before January 1, 


permit latitude in 
no longer 


by the taxpayer. 


the extension requires a request 


Effect of Distributions—Section 562(b) 
Stepping now completely outside the con- 

Part II of Subchapter C, 

other incidents of complete liquidations will 


fines of some 


be observ ed. 


Although 


a distribution in 


the 
that 1s 


not a “dividend,” part of 


prop- 
accumulated 
28, 1913, is treated as if it 
a dividend for 


liquidation 


erly chargeable to earnings 


after February 


were purposes of computing 


Section 562 


the dividends paid deduction 
(b) without 
rule of 


continues, apparent change in 
this old Section 27(g) 
and is comparable to similar rules concern- 


substance, 


ing partial liquidations and redemptions at 
Sections 312(e), 338 and 346 

The dividends 
effect in the 


paid deduction is 
computation of the 
surplus 


fiven 
taxes on 
accumulations of 
102) and 
(Sections 


improper (tor 


merly Section personal holding 
535(c)(1) and 545 


Hence, as heretofore, distributions in 


companies. 
(a).) 
liquidation can relieve the corporation from 


current liability for these taxes.” In case the 


the special tax is laid on the shareholders 


rather than the corporation, and their tax lia- 
bility under Sec. 342 must be considered 
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distributions 
this 
distributions in 


liquidation 
eral years, 
quires 


extend over 
relief in the first 
that year equal to 
the capital account for the stock plus the 
current 


Ssev- 
year re- 


earnings 


It is not 
paid 


whether this 
available in a_ tax-free 
intercorporate liquidation under Section 332. 
Under the prior law, Section 27(1), denying 
any credit for 


clear dividends 


deduction is 


nontaxable distributions, 
of this result.’ 
This particular conflict has been removed 
in the Code (although 
effect of old Section 27(i) has 
achieved by other provisions). But 
Section 312(d)(1)(A), providing that a tax- 
free distribution does not accomplish 


seemed to stand in the way 


new for other pur 
poses the 


bee n 


a dis 


tribution of earnings, may be a barrier 


A literal application of these 
not give 


rules will 
such relief to a corporation which 
enters the liquidation year with a deficit in 
earnings, since its accumulated 
the time of the distributior 
This situation is al- 
a new provision in Section 562 
(b). Where a complete liquidation occurs 


within 24 months after adoption of 


earnings at 
will be less than 
its current 
leviated by 


earnings. 


a plan 
of liquidation, any distributions within such 
period pursuant to the plan shall, to the 
extent of earnings and profits (computed 


without regard losses) for the 


to capital 
taxable vear of the distribution, be treated 
as a dividend for purposes of the dividends 


deduction 


It is that 


the dividends paid 


possible 


amount available 


deduction is en 
312(b), 
‘Inventory assets,” 
United 


basis of the property 


anced by Section relating t ais 


ributions of 


and Section 


] 


‘rea states insured 


loan 
securing 
for the dividends paid de 
permit the share- 
at them as 


or course, 
dividends for 
deduction 
o individuals for dividends 
tions 34 


credit for inte 


he new credit 


(Sec 


and 
received 
and 116) or for the 8&5 per cent 


Section 243(a) 


corporate dividends undet 


Phe special deductions allowed to banks 
and insurance companies for 
preferred stock likewise do not 


apply to any distribution in 


certain divi 


de nds on 


liquidation. 
(Section 583.) 


* Helvering v. Credit Alliance Corporation, 42-1 
ustc § 9440, 316 U. S. 107, allowed the credit for 
purposes of the undistributed profits tax under 
the 1936 act in connection with a liquidation 
under Sec. 112(b)(6). Reg. 94, under the 1936 
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Returns and Procedure — 


Sections 6071, 6012(a)(2), 6043 and 
6501(d) 


Unless the date of 
sponds with a regular 
taxable will be a 
the income for this 
annualized. (Section 
(1).) The time for 
is left to the 
(a), cl 


dissolution corre 
year-end, the final 
“short period,” but 
period need not be 

443(a)(1) and (b) 
filing this final return 
regulations. (Section 6071 
$41(b)(3) and 6072(b).) 
These provisions are in accord with prior law. 


year 


Sections 


The present regulations require that the 
return be filed by the fifteenth day of 
the third full calendar month following the 
this “taxable year,” although a 
corporation that has completed liquidation 
may file immediately. (Regulations 118, Sec- 
tion 39.53-1(a) and (b).) But Rev. Rul. 215, 
I. R. B. 1953-21, 7, states that a fully liqui- 
dated but undissolved corporation must file 
its final return by the fifteenth day of the 
third month after complete liquidation, this 
being a “de 
this policy 
new Code. 

After liquidation but dissolution 
the corporation must continue to file re- 
turns. (Section 6012(a)(2), from old Section 
52(a).) But after a tax-free intercorporate 
liquidation under Section 332, 


close of 


facto dissolution.” 
will be 


Presumably 
continued under the 


betore 


it is provided 
in connection with the carry-over provisions 

that 
corpo- 
(Section 381(b) 


Hence questions arise 


-but in words of general application 
the taxable vear of the distributing 
ration automatically closes 
(1) and (2).) as to 
just what returns are to be filed, and what 
periods and activities are to be 


The 


returns under Section 


covered. 


former requirements of information 
148(d) and (e), 1939 
Code, are continued without apparent change 
in substance. (Section 6043.) These apply 
also to partial liquidations and to 


tions under Section 302 


redemp- 
(Section 346(a).) 

The request for prompt assessment of the 
corporate tax under 1939 
Code, is continued with some minor changes. 
(Section 6501(d).) 


Section 275(b), 


only 
Now it 
to any tax for which a corporate return is 
The request must filed 
in the manner and form prescribed by regu 
The effect of the 
made 


Formerly, taxes 


on income were covered. extends 


required now be 


lations request is ex- 


pressly subject to Section 6501(c), 
act, was thereupon amended to accord with 
this decision by T. D. 5172, 1942-2 CB 184, but 
this amendment was not reflected in subsequent 
regulations. See Regs. 118, Secs. 39.27(g)-1 and 
39.27(i)-1 
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dealing will- 


ful attempts to evade tax, extension of the 
limitations period by 
justments in 
no such 


with false returns, no returns, 


and ad 
There is 


agreement 
foreign tax credits 


express exception with 
the six-year period (formerly five 


the case of a 


respect to 
years) in 


large omission from 


gross 


income under Section 6501(e). 


Transferee Liability of Distributees— 
Sections 6901 and 1341 


Distributees in complete liquidation of a 
corporation are transferees and so are liable 
for its unpaid taxes, 
penalties. (Sections 
Only one cl 


including 
6901 and 


these se 


and 
6659(a)(2).) 


interest 


worthy 
\n agreement 


anve in ctions 
of comment has been noted 


by a taxpayer to extend the 


pe riod tor 


government’s 


assessment has also operated to 
extend the taxpaver’s period for refund 


claims, but heretofore such an agreement 


by a period 


transferee did not 
to claim a refund 
led toa 


an extension agreement 


extend his 
Similar benefits are 
ransteree who is a party to 
He has the same 


months aiter 


now 
exten 


period as the taxpayer—six 
expiration of the government’s assessment 
= 
h 


1¢ in which to claim refund for not 


is own 


CT 


Oonty 


share 
{ Sec » 


payments but also his 
of payments made by the taxpayer 
tion 6901(d)(1).) though the 


feree’s extension agreement is made after 


Even trans 


expiration of the government’s period for 


assessment against the 


taxpayer, such a re 


opening is permitted to the transferee. In 


effect, his filing claims 


he amount 


period for and the 


computation of recoverable are 


t 
both determined as if his 


agreement had 


been executed on the day of expiration of 
the government’s period to assess the 


(Section 6901(d)(2).) 


tax- 
payer 
Interest on the 


transferee’s liability con 


tinues to be deductible as 


interest undet 


Section 163, apparently to the same exte1 
as under prior law 


} 


he principle of 
an eree 

ied in 
q 9527, ‘By . , transfere¢ 


entitle 


4 


Ss not 


loss de duc 


mn because of his payment of the corporate 





lity; instead it related 


was so directly 

* The relevant seem 
similar to the old Code to compel this conclu- 
sion It is noted that there is no express 
provision for the deduction of this or other 
liabilities in computing gain or loss on distribu- 
tions in liquidation, but this seems an inad- 
vertent omission. Such a provision was included 


at Sec. 301(b)(2), relating to stock redemptions 


provisions sufficiently 
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to the capital gain or loss sustained on the 
corporate liquidation that this payment must 
also be classified as a capital loss. It was 
also considered that this capital loss could 
be deducted by a cash-basis taxpaye1 
in the year of payment of the 
liability. The 


be obtained 


only 
transteree 
same results will apparently 
under the Code.” But 
Arrowsnuth, these lia- 


new 


unfortunately, as in 
bilities often become known ot 
after the 
If the 


gain 


settled long 
liquidation. 
shareholder does not have any capital 


last distribution in 


at that time or in the ensuing 
remanded to the 


veal 


hve 
years, he 1s 
$1,000 per 


nary 


nominal 
allowance against ordi- 


mcornie 


Such hardship appears to be 
by Section 1341, the 


sion 


alleviated 
“claim of right” 
Although its phraseology 


provi 
reflects a 
broad 
to the 


coverage and is not especially apt 


transferee problem, a fair construc- 
tion brings the transferee well within its 
terms. The Section 1341, 


whicl deduction of 


remedy under 


applies only when a 


more than $3,000 is involved, is not to 
reopen the prior year in which a liquidation 
distribution was received but to compute 
the tax for the deduction yeal by whichever 
produces the tax: (1) direct deduc- 
tion of the payment in vear or (2) 
reduction of the tentative tax for 
by the amount by 


distribution 


lower 
such 
such year 
which the tax for the 
would reduced 
if the deduction were allowable in that year 


veal have been 


If this latter reduction exceeds the tentative 


tax, the excess 1S ated if it were an 


overpayment tor n year. 


\ question of interpretation is 
where the 


involved 
prior liquidation distributions were 
during several taxable vears 


1341 


than gain 
tion, because 


made 
Section will 


resulted 


where 


1Oss 
rather liquida 
there » inclusion in gross 

1341(a)(1) 
Indeed, there is no ‘ yn hat should 
apply Nor does Sectio1 m appear to be 


appli able toa 


Was 


income, as required by 


rporate liqui 


dation unde 
Section 1341 does 


effect of 


section 


dating the 
liquidation yeat 

ance Tor 
the due 


interest on tl 


date of the ret 

and other property distributions, but it does not 
extend to liquidation distributions in view of 
Sec. 331(b). A similar inadvertent omission in 
the Senate version of Sec. 334(b)(2) was noted 
and corrected by the conference committee 
The Senate Finance Committee cited Arrow- 
smith and considered that the hardship there- 
under would be alleviated by Sec. 1341 
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year, although the overpayment basically 
was made for the earlier liquidation year. 
Nor in the alternative computations as de- 
scribed make allowance for the 
benefits of the five-year carry-over after the 
deduction year. 


does it 


But this writer is happy to 
extend praise, rather than criticism, for the 
adoption of a practical, workable and equi- 
table rule, without the concern for all con 
‘eivable bypaths of theory that has so greatly 
complicated federal tax legislation, includ 
ing many other provisions of the new Code 


Real Estate Taxes and Insurance 


Without a detailed 
these topics, they are mentioned as matters 
to be considered in connection with a cor- 
porate liquidation. 


attempting review Ol 


Although the new provisions for appor 
tionment of real estate taxes refer to sales, 
they may possibly be construed as applying 
to distributions in liquidation 
164(b)(7) and (d), 461(c), 
and (2).) 


The life insurance policies in 
the hands of the distributee may be impor 
tant. 101(a) continues the 
of the exemption for proceeds 


(Sections 
1001(b) (1) 


status of 
Section denial 
paid to a 
transferee of the policy for a valuable con- 
sideration 
it the 


But the exemption is permitted 


transferee’s basis is determined in 


STATEMENT REQUIRED BY THE ACT (¢ 
AUGUST 24, 1912, AS AMENDED BY TI 
ACTS OF MARCH 3, 1933, AND JULY 2, 194¢ 
(Title 39, United States Code, Section 233) 
SHOWING THE OWNERSHIP, MANAGE 
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whole or in part by reference to the trans 
feror’s This would apply to a tax 
free intercorporate liquidation under Section 
332, except where the basis is determined 
under Section 334(b)(2) by the Kimbell 
Diamond doctrine. The exemption is newly 
extended to a transfer to the insured, his 
partner, a partnership of which he is a 
member or a corporation in which he is a 
shareholder or officer. 


basis. 


Hence, most situa- 
tions are now covered, except distributions 
in liquidation to a group of individual share 
holders. The distribution of specific assets 
should be arranged with an 
exemption provisions. 
considerations apply to 
(Section 72(g).) 


eve to these 
Somewhat 


annuity 


similar 


policies 


In referring to these scattered provisions 
of the new Code, no attempt has been made 
to seek out every provision that might be 
applicable to the complete liquidation of a 
corporation. They are merely provi 
sions of possible relevance that have been 
noted. They are worthy of mention if for 
no other purpose than to illustrate that, 
despite all the rearrangement and organi 
zation that has into the drafting of 
the new Code, its application to practical, 
everyday problems can seldom if ever be 
determined 


some 


gone 


by reference to only a single 


section, subpart, subchapter—or even chap 


ter or subtitle [The End] 
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week 
Stewart 


owner) 
Sworn to and subscribed before me this 29 day 
of September, 1954. 
[Seal] Lester Tohnsor 
(My commission expires November 14, 1957) 
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Topic: Corporate Distributions and Adjustments 


Chairman: Michael J. Sporrer, of 
Arthur Andersen and Company, Chicago 


Corporate Organizations and Reorganizations 
Under the Internal Revenue Code of 1954 


N SURVEYING the effect of the 
Internal Code corporate 
reorganizations, I shall 
to discuss the subject from 
without first at- 
the pertinent statutory 
mechanical 


new 
Revenue 


and 


upon 
organizations 
proceed at once 
a functional 


tempting 


standpoint 
to analyze 
and 


provisions their 


operation. 


Che portion of the Code 
Part III of subchapter o 
other parts of subchapter C 
subject and 


them 


new assigned to 
W hile 
bear upon my 
referred to, I shall not 


SINCE they have been or will 


Ine 1S 


will be 
discuss 


be covered by others 


Corporate Organizations 


One of the important problems hereto 
fore taced in the corporate organization area 
| insure that 
not lost by 
to comply with the 
112(b)(5) of the 


ase Of an 


as been t from im 


technical 


freedom 
mediate tax is failure 
Section 
requiring, in the 
property tor 
more 


provision of 
1939 Code 


exchange of stock 


that 
stock and securities received 


securities by two or persons, 


amount ot 


vy each must be substantially in proportion 
to his } 


exchange 


interest in the property prior to the 


This requirement is 


thereby 


happily 
undue tech 
will be 
dithculties 
have 


eliminated, avoiding an 


nicality of law 


But, as 
that other 


Tormer 


seen, it 18 not clear 


almost as technical may not been 


invited 


Section only 


ri. 
Subsection (a), which corre 
Section 112(b)(5), 


351, the 
part A of Part 
organizations 


section under sub 


governs corporate 


sponds to simply 


Savs 


See. for example, United Carbon Company v. 
Commissioner, 37-1 ustc " 9279, 90 F. (2d) 43 
(CCA-4): Bodell v. Commissioner 46-1 usT« 
"9211, 14 F (2d) 407 (CCA-1): Mather €& 
Company, CCH Dee. 15,529, 7 TC 1440 (1946), 
aff'd, 49-1 uste © 9127, 171 F. (2d) 864 (CA-3) 
cert. den., 337 U. S. 907 (1949) 
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that no gain or loss is to be 


recognized it 
property is transferred to a corporation by 
one Or more persons solely in exchange fort 
stock | 


corporation and 


immediately after the exchange such person 
or persons are in control of the corporation, 
as defined in Section 368(c). The statement 
is specifically added, perhaps unnecessarily, 
that 


are not to be 


securities in such 


issued for 


conside red as issued 


stock or securities services 
in return 
for property for the purpose of this section 
It is not whether 


requiring the 


clear stock issued for a 
recipient to rendet 
personal services to the corporation for 
period ot to be considered 


for property or for services; the 


contract 


a 
years 1S issued 
answer may 
depend upon whether the services are to be 
compensated tor separately 

Though = the 


substantially proportionate 
test is thus 


eliminated, there is a 
Section 351(d) indicat 
ing that transactions under Section 351 may 
involve taxable 
Both the 
and the 
clear 


cross 


reference caveat in 


gifts or taxable compensa 
House committee 
committee report 
that, although no 
tended to be recognized to a 


Section 351] 


tion report * 


Senate make 
gain or loss is it 
transferor 
under irrespective of any 

proportion of the amount of stock or secur 
ties received as a result of the 
the that the 


between the 


transter, to 
extent existing 


value of the 


disproportion 


property trans 

Report of the Committee on Ways and 
Means, House of Representatives, to accompany 
H. R. 8300, Rept. No. 1337, 83d Cong., 2d Sess 
p. A117 

Report of the Committee on Finance 
States Senate. to accompany H. R. 8300, 
No. 1622, 83d Cong., 2d Sess., p. 264 
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ferred and the amount of stock or securities 
received by each of the transferors results 
in an event taxable under other provisions 
of the Code, such distribution is intended to 
be taxed in accordance with its true nature.* 
In any case, say the reports, in which the 
and 
proportion, the 


stock received are not in 
transaction will be treated 
as if the stock and securities had first been 
received in proportion 
such stock and 
make 
satisfy obligations of any kind. 
cult to 


securities 


and then some of 
securities had been used to 
gilts, to pay compensation or to 
It is diffi- 
every disproportionate 
Section 351 exchange can be interpreted as 
It implies, for ex 
ample, that any compensation deemed to be 


believe that 
this language suggests. 


who re- 
ceives a disproportionately large amount of 


received by a “service” transferor 


stock or securities is to be considered paid 


by the other transferor or, if there are 
several other transferors, proportionately 
by those receiving a disproportionately 


small securities—and 


whether the 
in fact to be rendered to the 


More than theory 


amount of stock or 


this regardless of services are 
corporation 
is involved in this, for it 
concerns whether and by whom the com- 
paid may be deducted, 
basis of the “property” 
adjusted and whether 
the requirement of control immediately 
the ex met 


ice” transferor (who is 


deemed 
whether the stock 


pensation 


transferors may be 


alte! 


hange is where the “serv- 


deemed to receive 


his stock from “property” transferors) re« 


than 20 per cent of the stock 


Thus, it 


ceives more 


issued cannot be said with con- 


fidence thi eliminating the technicali- 
rule, 


been invited to 


ties of the proportionate-interests 


increased attention has not 


a substitute set of technicalities or a new 


set or te created 


hnicalities has not been 
It is to be hoped this will not prove 
, and that the 


tion or gift will not be 


oO be 
the case concept of compensa 


applied in so tech 


nical a manner as to disregard 


estore—in 
of the parties’ intention and the real nature 


of the transaction—the importance of the 


fine lines heretofore developed in connec 


tion with the proportionate-interests rule 


The requirement of control by the trans 
feror immediately after the exchange—a 

*An example is given of transfers to a newly 
formed corporation in exchange for dispropor- 
tionate amounts of stock, resulting in non- 
recognition of gain or loss on the transfers but 
in a taxable gift or taxable compensation. 

5 See, for example, Wilgard Realty Company, 
Inc. v. Commissioner, 42-1 ustc § 9452, 127 F 
(2d) 514 (CCA-2), cert. den., 317 U. S. 655 
(1942), and Diescher v. Commissioner, 40-1 ust 
1 9233, 110 F. (2d) 90 (CCA-3), cert. den., 
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requirement that has given rise to 
siderable litigation in the past °—is retained. 
Section 368(c) defines control to mean, as 
under Section 112(h) of the 1939 Code, the 


ownership of stock possessing at least 80 


con- 


per cent of the total combined voting power 
of all classes of stock entitled to vote and 
at least 80 per cent of the total number of 
shares of all stock of the 
However, subsection (c) con- 
rule to the effect that in 
determining control, for purposes of Section 
351, the fact that any corporate transferor 
distributes to its shareholders part or all of 


other classes of 
corporation. 
tains a special 


the stock which it receives in the exchange 

and apparently the distribution need not 
ta—shall not be taken into account, 
the objective 
report of the 
to make 


‘ora 
here being, as stated in the 
senate 
that a 


Finance Committee,’ 
distribution of the 
stock received by a corporate transferor in 
351(a) will not pre- 
vent the application of that section, whether 
such distribution by the 


clear 


a. Section transaction 
transteror 1s tax- 
able as an ordinary dividend, is taxable at 
capital gain rates or 1S tax tree. This 
clarification, it may be observed in passing, 
is important 
Section 351 
will be 
cability 


the re 


in view of the greater burden 
must hereafter 
seen, to the more 
under the 


carry, due, as 
limited appli- 
law of clause (D) of 
definition. 


new 
rganization 
new “boot” provision is comparable 
to portions of Section 112(c)(1) and (e) of 
the 1939 Code Under 
Section 351, if subsection (a) would apply 
to an exchange but for the fact that there 
is received, in addition to the property (that 


subsection (b) of 


is, stock or securities) permitted to be re 
ceived under subsection (a), other property 
or money, then gain—if any 


ent is to be 


to the recipi 
recognized but not in excess 
of the amount of money received plus the 
fair market value of the property 


received; and no loss to the recipient is to 


other 


be recognized 
The 


or ot 


effect of an assumption of liability 
an acquisition subject to a liability is 
Section 357, 


covered by which is generally 


former Section 112(k) 


except for a new provision requiring recog 


comparable to the 


nition of gain where the 


amount of such 


310 U. S. 650 (1940) See S. Klein on the 
Square, Inc., CCH Dec. 17,635, 14 TC 786 (1950), 
aff'd, 51-1 ust { 66,010, 188 F (2d) 27 
(CA-2), cert. den., 342 U. S. 824 (1951); Amer- 
ican Bantam Car Company, CCH Dec. 16,601, 
11 TC 397 (1948), aff'd, 49-2 ustc § 9471, 177 F 
(2d) 513 (CA;3), cert. den., 339 U. S. 920 (1950); 
Nationa! Bellas Hess, Inc., CCH Dec. 19,758, 
20 TC 636 (1953). 
® Cited at footnote 3, at p. 365. 
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Under the 1939 Code, some exchange 
transactions made by corporations 
may qualify under Section 112(b)(5) 
and under one or more of the 
reorganization provisions as well. 

This appears also to be possible 

under the new Code, although the area 
of overlap is not quite the same 

due to changes in the reorganization 
provisions of the new Code. 


basis of the property 
the excess being considered a gain 


liability exceeds the 
acquired, 
This new provi- 
sion, incidentally, applies only where the 
property is acquired in a Section 351 trans- 


action or in clause (D), re- 


from a sale or exchange. 


a control, o1 
organization. 


Basis is covered by Sections 358 and 362, 
which comparable to the 
former 113(a)(6) and 113(a)(8). 
The transferor has a substituted basis 
the stock and 


transferee has 


Under the 
transactions 


substance 
Sections 


are in 


tor 
securities received, and the 
a carry-forward basis 


1939 Code, 
made by corporations may 
qualify under Section 112(b)(5) and under 
one or more of the reorganization provisions 
as well. This appears also to be possible 
under the new Code, although the area of 
overlap is not quite the same due to changes 
in the reorganization provisions of the new 
Code.” However, as will be the tax 
treatment would appear to be ordinarily the 
for the corporate 
transferee (as distinct from any 
of the transferor), whichever 
tion provision governs. 


some exchange 


seen, 


same and 


distributees 


transferor 


nonrecogni- 
Co illustrate: 


(1) Suppose corporation A were to trans- 
fer all or part of its property to newly 
formed corporation B in exchange for all 
the latter’s stock and for debentures which 
corporation A immediately distributed to its 
shareholders. The exchange would be non- 
taxable to corporation A under Section 351, 
since under Section 351(c) the distribution 
to corporation A’s stockholders would not 
be taken into account and distribution of 
debentures would not affect control. It 
would also be nontaxable to corporation A 
under Section 361, since the exchange would 
be pursuant to a clause (D) reorganization. 
But the tax consequences to corporation A’s 


stockholders would depend upon which sec- 
tion controls, since if only Section 351 ap- 
plied, both the stock and the debentures 
would be received by the stockholders in a 
taxable distribution; under Section 356 (re- 
lating to distributions involving “boot” in 
connection with clause (D) reorganizations) 
only the debentures would be deemed tax- 
able to them. 
statute giving 


There is the 


between 


nothing in 


any preference as 


Section 351 and any applicable provision re- 


lating to reorganizations (although the stat- 
ute preference to (D) 
clause (C) of the definition 
when both would apply); and presumably 
the more liberal 
would govern. 


gives clause over 


reorganization 


nonrecognition provision 


(2) Suppose in the example 
ie stock were 


just given 
alone distributed and the 
were retained In that event 
only Section 351 would apply and the stock 
distribution would be taxable to the stock- 
holders. Neither the nonrecognition provi 
sions relating to clause (D) reorganizations 
nor the nonreorganization distribution pro- 


ebentures 





visions of Section 355 could apply, since for 
either of them to apply, both 
debentures (and in the 


stock and 
clause (D), 
all of corporation A’s retained property as 
well) must be distributed. The clause (C) 
reorganization could not apply 
since, though substantially all corporation 
A’s property were the 
sideration would to voting 


case ot 


definition 


transferred, 
not be limited 


con- 


stock. 


(3) Suppose in these 
preferred 


debentures 


examples voting 
substituted for the 
The result to the corporations 
would be the same as stated, whether it is 
viewed as an exchange under Section 351 or 


stock were 


as an exchange under Section 361 in 
nection with a clause (C) or (D) 
reorganization (the special provisions of 
Section 306 would not appear to apply in 
While the result to the cor- 


con- 
clause 


either case). 
poration A stockholders under Section 351 
would also be the same as stated, it would 
be different under Sections 354-355, relating 
to reorganization exchanges by and dis- 
tributions to stockholders, since 


preferred 
stock received in an exchange 


or distribu- 
tion to which these sections apply would be 
nontaxable on receipt (but only on condi- 
tion, in the case of Section that both 
the common and preferred of corporation B 
are distributed and that the other require- 
ments of that section are met), though the 
preferred so received by the corporation A 


355 





7 The portion of Sec. 351(a) of the House bill 
which was designed to avoid the overlap was 
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eliminated from 
was adopted. 


the Senate provision which 
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stockholders would normally be subject to 
the taint of Section 306 stock if the trans- 
feree corporation had sufficient earnings and 


pronts. 


Section 35l(a) is not limited in its ap- 
plication to the transfer of property to 
newly organized corporations in exchange 
for stock or securities. It applies literally, 
Section 112(b)(5),* even where the 
transferee corporation has long been in ex- 
istence and has property and 
Suppose A and B, 
holders of corporation C having more than 
$200 of accumulated earnings, each trans- 
ferred to C property which was thought to 
be worth $200 but which is ultimately de- 
termined to be worth $100 in exchange for 
$100 fair market 
$100 cash 


as did 


accumulated 


earnings. sole stock- 


value of debentures plus 
Under the “boot” provisions of 
Section 351(b), is it intended that the only 
result to the transferor would be that his 
would be recognized to the extent of 
received and that the gain would 
be taxed as from a sale or exchange? Or 
suppose that, cash, each trans- 
receives an additional $100 of deben- 
Is it the intention to treat the addi 
tional debentures as received in a nontaxable 
under Section 35l(a)? Or sup- 
B received excess debentures or 
that, too, involve simply a 
nontaxable exchange, except to the extent 
of the under Section 351, 
lateral gift or 


gain 


the cash 


instead of 
teror 


tures 


exchange 
pose only 


cash—would 


with col- 


implications ? 


cash, 
compensation 


Chere is no cross-reference in the statute, 
or any committee reports, 
f the possibility of dividend treatment in 
Section 351 


indication in the 


But, in transactions of 
illustrated by the 
might it not be 
value 


Caste “hy 
the type examples given 
ibove, argued that the ex- 
received by the transferring 


shareholders should be regarded in 


cess 
tact as 


‘Cf. National Securities Corporation 1 
missioner, 43-2 ustc § 9560, 137 F. 
(CCA-3) 

'The Senate eliminated a cross-reference in 
Sec. 351(c) of the House bill to Sec. 301, in 
the case of receipt of property in connection 
with a Sec. 351 exchange which has the effect 
of a distribution of property under Sec. 301 
The basis provisions of Sec. 358(a), it may be 
noted, require a basis adjustment where any 
amount is treated as a dividend, but this has 
no special significance since the same subsec- 
tion reorganization exchanges where 
dividend treatment is sometimes required. The 
Senate Finance Committee report, at p. 271, 
states that the reference in Sec. 358(a)(1) to an 
amount which was “treated as a dividend’’ is 
included primarily to take into account the 
fact ‘‘other property’’ received in an exchange 
for Sec. 306 stock under Part III is specially 
taxed 

1” Where stock is received in a Sec. 351 trans- 
action or in a reorganization in exchange for 
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simply a dividend distribution and not a 
receipt in exchange for property at all? It 
seems apparent that, despite the elimination 
of the highly technical difficulties of the old 
proportionate-interest rule, there remains— 
and the problem is really not new—another 
gray area which may invite future con- 
troversy. 

Finally, it should be noted that stock re- 
ceived under Section 351 in exchange for 
property does not qualify as Section 306 
stock, the sale or redemption of which is 
given special tax treatment though 
the transferee existing 
corporation with accumulated earnings, the 
fact that property is transferred in ex- 
change is deemed to justify 


Even 
corporation is an 


treating any 
But two quali 
noted Stock re 
Section 351 in exchange for 
Section 306 
Section 306 stock. 


stock received as untainted 
fications of this may be 
ceived under 
property 
may’ 


consisting of stock 
constitute Also, 
if in the illustration just given, preferred 
stock were substituted for the debentures, 
the question would arise whether the stock 
so received were really received in a Sec- 
tion 351 exchange and not as a stock divi- 
dend qualifying as Section 306 stock. This 
freedom from taint under Section 306 of 
preferred stock issued in a Section 

likely greatly to increase the 
incentive for issuing preferred stock upon 
the organization of closely held corporations 
in the future. 


change is 


Corporate Reorganizations 

Before taking up the various types of re 
organizations, a brief word should be said 
about the new statutory provisions govern 
ing reorganizations The 
chanics are largely the 
though the provisions are rearranged and 


Statutory me 


same as before, 


Sec. 306 stock and the new stock would also be 
Sec. 306 stock under the definition in subsec 
(c)(1) of Sec. 306, query whether subsec. (c)(1) 
is superseded by subsec. (c)(2), which provides 
that the term ‘‘Section 306 stock’’ does not in- 
clude any stock, no part of the distribution of 
which would have been a dividend at the time 
of the distribution if money had been distrib- 
uted in lieu of the stock. And, assuming that 
subsec. (c)(2) prevails, query whether the 
critical time for applying the dividend test 
under it is the time of the distribution of the 
old or the new stock. It could hardly be both, 
as it is under subsec. (g), relating to the rules 
where a substantial change is made in the 
terms and conditions of any stock. The answer 
may be important as, for example, in a case 
where an individual transfers Sec. 306 stock in 
exchange for stock of a newly organized cor- 
poration without earnings or profits in a Sec 
351 transaction 


TAXES—The Tax Magazine 





given new section the 
“reorgan- 
is continued in Section 368(a), and 
follows in general, but not entirely, former 
Section 112(g), with a number of new 
rules added. The nonrecognition 
provisions applicable to transferor corpora- 
tions, covered in Section 361, corresponds 
fairly closely with former Section 112(b) (4) 
and (d) The 
applicable to 
holde rs, to be 


mechanically 


numbers Unlike 
House bill, the use of the term 
ization” 


special 


nonrecognition 

shareholders and_ security 
found in Sections 354-356, 
similar to but involve 
important departures from former Section 
112(b)(3) and (c). Assumption of debt is 
dealt with in Section 357, basis to stock- 


holders and security holders in Section 358, 


prov iste ms 


are 


some 


corporate basis in Section 362 and foreign 
367. latter 


provisions are generally similar in substance 


corporations in Section These 
to the corresponding provisions of the 1939 
Code, 


tion 


except for the new provision in Sec- 


~~ 1 


357, to which reference has already 


been made, calling for recognition of gain 


when indebtedness taken over in a Section 
351 transaction or in a control (or clause 
( 1))) } ’ 


reorganization exceeds the basis of 


1 


roperty transterres 


Simple reincorporations.—Clause (ID) and 
and clause (F) of the reorganization defini- 
tion in 368(a)(1), relating 
tively to control 


Section respec- 
reorganizations and to 
change in identity, form or place of 
organization, would seem to apply to simple 
reincorporations, and 


mere 
these definitions are at 
least as broad as former law insofar as such 
reincorporations Clause (C)— 
acquisition of assets for voting stock—might 
the corporation 
voting stock, but in that event 
clause (D) would be made to govern, The 
principal differences between the 1939 and 
1954 Code relate to 
vantage 306 of 


are concerned 
also apply if reorganized 


issued only 


provisions the disad- 


under issuing after 
June 22, 1954, upstream or Section 306 
and the i 


suance of 


Section 


stock limitation 


securities 


upon tax-Iree 1S 


Recapitalizations.—While the clause (EF) 
reorganization definition remains the single 


word several 


} 


nhangees 


“recapitalization” as before, 


r have been effected in 


this area 

n Bazley 
prior opinion 
U. S. 737 

12 See, for example, William W. Carman, CCH 
Dec. 17,323, 13 TC 1029 (1949), aff'g and rev'g 
TC in part, 51-1 ustc § 9312, 189 F. (2d) 363 
(CA-2), acq., I. R. B. 1954-31, August 2, 1954; 
Morris Shanis, CCH Dec. 19,404, 19 TC 641 
(1953), aeq., I. R. B. 1954-31, August 2, 1954; 
Estate of Bernstein, CCH Dec. 20,586, 22 TC - 
No. 169 (September 30, 1954) 


47-1 
usTt 


Commissioner, 
amended, 47-2 


ustc { 9288, 
1 9373, 331 
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The restraint on issuance of securities for 
stock imposed by the Bazley case" has been 
expanded, issued in ex- 
change for stock will hereafter invariably 
constitute “other property.” 


since securities 
Moreover, any 
excess in principal amount of securities re- 
ceived in exchange for other securities will 
hereafter be 


also treated as 


erty.” 


“other prop- 
This is a curious provision, for the 
existence of any such excess does not neces- 
sarily mean that the fair market 
the new security received in exchange is 
greater than that of the old, or that the 
excess principal amount has anything to do 
with satisfaction of interest claims. Indeed, 
though it be that the ex 
cess were related to interest, there is nothing 
in the statute to make it taxable as interest 
Under existing decisions inter 
law which in this remains un- 
the receipt otf stock or 
in a reorganization exchange is nontaxable 


value of 


even established 


preting lormer 
respect 
changed, securities 


even though the receipt is in 


part in 
faction of accrued interest on old bonds sur 


Satis 


rendered in the exchange.” 


Insofar as exchanges of stock for stock in 
recapitalizations are concerned, the broad- 
nontaxable stock divi 
dends should eliminate many of the problems 


which have troubled tax counsel when con- 


ened definition of 


fronted by a proposed recapitalization plan 
that would accomplish something that could 
not be accomplished by way of a stock divi- 
dend—such, for example, as one involving 
surrender of part of the common for addi 
tional preferred.” On the other hand, 
loophole-closing provisions of Section 306, 
though inviting preferred 
stock on will un 
doubtedly many 


incentive in 
cases for issuing preferred stock dividends 


the 


increased 
original 


use ot 
organization, 
remove the 


on common stock and for issuing preferred 


and common stock in exchange for 


com 


mon stock, or preferred stock in ex- 


for part of the recipients’ common 
Yet 


such 


change 


stock, in a_ recapitalization. the is- 


suance of stock in 
will 


connection with estate planning, the adjust 
ment of 


preferred 
continue to 


cases 


serve useful purposes in 


stock equities for leverage put 


poses, charitable gifts, splitting income, et¢ 


% Under Sec. 305, 
gross income does 


the general rule is that 
not include the amount of 
any distribution made by a corporation to its 
shareholders with respect to the stock of such 
corporation in its stock or in rights to acquire 
its stock, thereby eliminating the difficulties 
and fine lines inherent in determining whether 
or not there is a resulting change in the pro- 
portionate interests of the shareholders for the 
purpose of determining the taxability of stock 
dividends 
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Moreover, ways and means within the 
family may well be found which will over- 
come the disadvantages of Section 306, 
such, for example, as by the donation of the 
preferred stock received in such cases to a 
daughter-in-law or son-in-law. To explain: 
A gift is excepted by Section 306(b)(3) 
from Section 306 treatment because it is a 
disposition in respect of which gain or loss 
is not recognized. Though the donated 
stock would continue to be Section 306 
stock under Section 306(c)(1)(C), the sale 
or redemption thereof by the donee would 
be excepted from special treatment by Sec- 
tion 306(b)(1), if the donated stock con- 
stituted the sole holdings of the donee and 
no one whose ownership would be at- 
tributed to him under Section 318(a) pur- 
chased the donated stock or held any other 
stock in the company. The attribution of 
ownership rules of Section 318(a) do not 
appear to include a son-in-law or daughter- 
in-law. 

Under the new Code, even stock divi- 
dends payable on preferred stock are here- 
after to be nontaxable, except to the extent 
that they are in satisfaction of preferred 
dividend arrearages for the current and the 
preceding year. It does not appear that 
this statutory dividend arrearage provision 
will apply to a recapitalization exchange. 
It literally applies only to a stock dividend 
which, even though deemed to involve a re 
capitalization because of the resulting change 
in capital structure, nevertheless involves 
no exchange; it does not purport to gover 
an exchange in recapitalization. Unless the 
courts import the dividend rule into re 
capitalization exchanges, it will still seem 
possible to eliminate preferred dividend ar- 
rearages, including those for the current 
and the preceding year, in a nontaxable 
recapitalization or other reorganization ex 


14 


change Since one of the most common 


types of legitimate reorganization after a 
period of bad times is the elimination, 
through a readjustment of the capital struc- 
ture, of dividend arrearages long past due 
which the corporation lacks funds to pay, 
it is fortunate that the 1954 Code as finally 


enacted continues former law in this re- 


“See, for example, Thermoid Company v. 


Commissioner, 46-1 ustc § 9274, 155 F. (2d) 589 
(CCA-3); Okonite Company v. Commissioner, 
46-1 ustc § 9241, 155 F. (2d) 248 (CCA-3), cert. 
den., 329 U. S. 764 (1946); Morainville v. Com- 
missioner, 43-1 vustc {§ 9370, 135 F. (2d) 201 
(CCA-6); Skenandoa Rayon Corporation v. Com- 
missioner, 41-2 ustc { 9631, 122 F. (2d) 268 
(CCA-2), cert. den., 314 U. S. 696; Knapp- 
Monarch Company, CCH Dec. 12,881, 1 TC 59 
(1942), aff'd on another ground, 44-1 ustc § 9151, 
139 F. (2d) 863 (CCA-8); Globe-News Publishing 
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spect.” But the former law is not in all 
respects continued. By virtue of the defini 
tion in Section 306(c)(1)(A), any preferred 
or common stock issued as a dividend in 
satisfaction of preferred stock dividend ar- 
rearages will constitute Section 306 stock 
if not currently taxable. Ry virtue of the 
definition in Section 306(c)(1)(B), any pre- 
ferred stock issued in a recapitalization or 
other reorganization exchange to satisfy 
dividend arrearages would appear to be Sec 
tion 306 stock where the effect is the same 
as a dividend. But, surprisingly enough, 
common stock issued in such a reorganiza 
tion to eliminate such arrearages would 
appear in no case to be Section 306 stock. 


A word might be added concerning rights 
to subscribe to convertible securities. . Al 
though the statute does not specifically 
cover the treatment of such rights, it is 
unsettled whether, in the light of the pro 
hibition against nontaxable issuance of 
securities for stock as a dividend or in a 
recapitalization or other reorganization ex 
change and of the definition of property i 
Section 317(a), the issuance to stockholde rs 
of rights to subscribe to securities of the 
issuing corporation convertible into its own 
stock will hereafter be considered taxable 
as a dividend. If the answer is in the 
affirmative, the result will be contrary to 
former law.” In that event, the question 
will be whether the income is to be deemed 
received at the time of distribution or at 
the time of exercise or sale of the rights 
and the problem of withholding of tax in 
connection with the exercise of such rights 
issued to nonresident alien stockholders 
will arise. 


Corporate combinations.—<As to stock ac- 
quisitions, clause (B) of the reorganization 
definition changes prior law. Under clause 
(B) of the 1939 Code, there must be an 
acquisition, solely in exchange for voting 
stock, of at least 80 per cent of the voting 
stock and at least 80 per cent of all othe: 
classes of stock of another corporation 
While it has been held that there can be 
creeping control through successive acquisi 
tions, it has also been held that the pre 


Company, CCH Dec. 14,065, 3 TC 1199 (1944). 


Cf. M. W. Ellis, CCH Dec. 13,699, 3 TC 106 
(1944) (certificates of conditional rights issued 
to cover dividend arrearages). 

18 Sec. 305(c)(1)(A) of the House version of 
H. R. 8300 prohibited the tax-free elimination 
of any dividend arrearages on nonparticipating 
stock by means of a stock dividend. 

16 See, for example, 7. J. Hare Powel, CCH 
Dec. 7809, 27 BTA 55 (1932) (acq., XITI-2 CB 15 
(1934)). See, also, G. C. M. 25063, 1947-1 CB 45 












——— 








Insofar as the corporate parties to a 
reorganization are concerned, 
securities are permitted to be received 
tax free in exchange for property 

if the applicable reorganization 
definition does not 

preclude the issuance of securities. 


scribed percentage of shares must be 
acquired solely for voting stock.” Though 
the point may not be settled, the Commis 
sioner at one time ruled that under the 
1939 Code the excess over the prescribed 
percentage of stock may be acquired for 
cash without disqualifying as a reorganiza 
tion the acquisition under the same plan of 
at least an 80 per cent controlling interest. 


Under the new clause (B), the acquisition 
of no particular percentage of stock is 
essential to a reorganization A corporate 
acquisition of stock of another corporation 
solely for voting stock of the acquiring cor- 
poration is a reorganization if the acquiring 
corporation has 80 per cent control im- 
mediately thereafter, irrespective of whether 
or not it had such control before the ac- 
quisition. Thus, even though more than 20 
per cent of the stock of another corporation 
may theretofore have been acquired by a 
corporation for cash, the acquisition by the 
latter of the balance of the stock, or such 
part thereof as would be necessary to ob- 


1 


ain control, would constitute a reorganiza- 


tion. In this respect, former law is liberalized. 
But, query whether in another respect the 
new definition may not be narrower than 
the former one. It is not clear whether 
under the new provision it is necessary that 


the stock acquired at any one time, or 


all 
under a single over-all plan, must be ac 


juired solely for 


voting stock. If the an- 
swer is that it must be so acquired because 
f the absence of any top limitation on the 
amount of stock that need be acquired 
solely for voting stock, then the acquiring 
corporation could not acquire, under a 
single plan, 80 per cent of the stock for 
voting stock and 20 per cent for cash with- 
ut disqualifying the 80 per cent acquisition 
as a reorganization, with nonrecognition of 
gain or loss to the stockholders exchanging 
stock for stock, even though the _ stock- 
holders receiving stock received no cash. 


17 See Commissioner v. Dana, 39-1 ustc § 9427, 
103 F. (2d) 359 (CCA-3); Pulfer v. Commis- 
sioner, 42-2 ustc § 9495, 128 F. (2d) 742 (CCA-6), 
aff'g per curiam, CCH Dec. 11,672, 43 BTA 677 
(1941) As to necessity of over-all plan, see 
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Asset acquisitions—As to asset acquisi 
tions, the new Code does not entirely 
eliminate the necessity of considering as 
under the 1939 Code various factors affect- 
ing choice between operating under clause 
(A), statutory merger or consolidation, or 
clause (C), acquisition of substantially all 
the assets solely for voting stock. The en 
actment of Part V of subchapter C, relating 
to carry-overs in reorganization, though it 
brings with it a number of new problems- 
as it also curtails the freedom of action of 
the successor corporation in certain areas— 
should ease the tax importance of the 
choice. So also should the new provision 
permitting some cash to be issued in a 
clause (C) reorganization in addition to 
voting stock. But the choice remains im- 
portant under some circumstances and it 
therefore cannot be said that the tax conse 
quences under the new Code will not be 
affected by the legal procedure chosen to 
accomplish a given end. For example, 
suppose a parent corporation desires to 
take over in a nontaxable transaction the 
assets of a subsidiary, of which it does not 
possess 80 per cent stock control, against 
the issuance of stock of the parent in ex 
change for the holdings of the minority 
stockholders of the subsidiary. In the view 
of the Internal Revenue Service, the end 
can apparently be accomplished by a statu 
tory merger of the subsidiary with the 
parent, since such merger would be a clause 
(A) reorganization, but not by transfer of 
the subsidiary’s assets to the parent in ex 
change for stock of the parent, followed by 


1 
} 


a complete liquidation of the subsidiary, 
since such acquisition by the parent would 
not be considered an acquisition solely 
for voting stock under clause (C) or a 
reorganization under any other part of the 
reorganization definition.” To take another 
example, suppose it is desired to combine 
two independent corporate businesses in a 
nontaxable transaction, with the acquiring 
or resulting corporation issuing nonvoting 
stock in order that voting power may be 
divided as the parties desire Here again 
the result can be accomplished by statutory 
merger or consolidation under clause (A), 
but it cannot be accomplished by acquisition 
of assets for stock under clause (C) It 
seems unfortunate, in view of the new loop 
hole-closing provisions restricting “bail 
outs” of corporate earnings, that the voting 
John Levene, CCH Dec. 14,080(M), 3 TCM 800 
(1944). 


% See Rev. Rul. 54-396, I. R. B. 1954-38, 9 
(September 20, 1954). 
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stock requirement, not imposed under clause 
(A), was not eliminated in clause (C) 
These loophole-closing provisions will, of 
course, apply whether the reorganization is 
within clause (A) or clause (C). 

Rule (B) of Section 368(a)(2), permit- 
ting some of the consideration for a prop 
erty acquisition in a clause (C) reorganization 
to be cash or other property, was intended 
as a liberalizing provision. But the liberal- 
ization is of little value as a practical matter 
in many cases since it is limited to situa- 
tions where the cash paid, plus the indebt 
edness assumed or to which the transferred 
property is subject, does not exceed 20 per 
cent of the fair market value of the property 
acquired, assuming all the transferor’s 
property is acquired. If less than all is ac 
quired, the amount of cash plus indebted 
ness permitted is less, since the amount oft 
voting stock issued must be worth at least 
80 per cent of the value of all the trans 
feror’s property In other words, the 
amount of indebtedness which may be as- 
sumed (or to which the transferred property 
may be subject) is unlimited. But if any 
cash is paid, the cash plus such indebted- 
ness cannot exceed 20 per cent of the value 
of the consideration if all the transferor’s 
property is acquired; they cannot exceed 
10 per cent if only 90 per cent in value of 
the transferor’s property is acquired; and 
if the facts should be such that “substan 
tially all” the transferor’s property included 
only 80 per cent of the transferor’s entire 
property, no cash at all can be paid. This 
relief provision will be more meaningful 1f 
cash retained by the transferor to pay off lia 
bilities, as well as the liabilities so paid off, 
could be disregarded in counting its prop 
erty and in applying the reorganization 
provisions 

Insofar as the corporate parties to a r¢ 
organization are concerned, securities are 
permitted to be received tax free in ex 
change for property if the applicable re 
organization definition does not preclude 
the issuance of securities. As with the case 
of corporate transferors under Section 351, 
the receipt of securities in such cases in 











’ Pinellas Ice & Cold Company 1 
Commissioner, 3 vwustce % 1023, 287 U. S 162 
(1933): Helvering v. Watts, 36-1 vstc © 9016, 296 
U. S. 387: Helvering v. Minnesota Tea Company, 
26-1 ustc ©9015, 296 U. S. 378: Nelson Company 
v. Helvering, 36-1 ustc © 9019, 296 U. S. 374 
(1935): G. & K. Manufacturing Company 1 
Helvering, 36-1 ustc © 9017, 296 U. S. 389 (1935) 
LeTulle v. Scofield, 40-1 ustc § 9150, 308 U. S 
115 

’'Groman v. Commissioner, 37-2 ustc § 9533 
302 U. S. 82: Helvering v. Bashford, 38-1 vst 
© 9019, 302 U. S. 454 


Storage 
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exchange for property is not treated as 
“boot,” which under Section 361 must be 
distributed to stockholders if recognition of 
gain to the corporation is to be avoided 
But Section 361 deals only with the 
corporate level. Under the clauses of the re 
organization definition that permit the is 
suance of securities in exchange for property, 
namely, clauses (A), (D) and (F), a dis 
tribution to stockholders and_ security 
holders pursuant to the reorganization plan 
of the stock and securities received is in- 
herent or required, and the receipt by them 
of securities, except in exchange for no 
greater amount of old securities, is not 
permitted tax free. 


The new Code eliminates two phases of 
the continuity of interest doctrine estab- 
lished by the courts. By prohibiting as 
indicated the tax-free distribution of s« 
curities in exchange for stock, it elimi 
nates, by preventing the issue from arising, 
one of the earliest continuity of interest 
problems out of which the doctrine grew.” 
By allowing the transferred property to be 
put into one or more subsidiaries of the ac 
quiring corporation and by allowing issu 
ance of the parent’s stock on a transfer of 
property to its subsidiary, it overrules the 
most troublesome and least justifiable pl 
of the continuity doctrine as reflected in the 
Groman and Bashford line of cases.” This 
is accomplished by Rule (C) of Section 
368(a)(2), coupled with the parenthetical 
clause added to clause (C) of the re 
organization definition and the expanded 
definition of “party to a reorgapization.” 
However, there is nothing in the new Code 
that codifies or changes the remaining so-called 
tax common law rules which the courts 
have superimposed on the statute or to sug- 
gest that they should not continue to apply. 
Ini other words, the remaining aspects of 
the continuity of interest doctrine, such a 
the effect of putting the stock received by 
a transferor into a subsidiary—not covered 
presumably because not thought important 

and the effect of a prearranged sale of 
the stock or assets received are apparently 
to remain in full force,” as well as the 














*1 While, as stated, the 1954 Code does not 
codify the continuity of interest rule in this 
respect, it is of interest that in Sec. 382 there 
is a limitation on net operating loss carry-overs 
in connection with corporate reorganizations 
The net operating loss carry-over of either the 
transferor or acquiring corporation is reduced 
unless a continuity of interest of 20 per cent or 
more in the resulting corporation (not counting 
its nonvoting preferred stock) is retained by 
the stockholders of the corporation with the 
net operating loss carry-over 
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business purpose rule of Gregory v 
ing,” 


Helver- 
and the step transaction doctrine. It 
was perhaps too much to that these 
judicially established doctrines of uncertain 
scope be dealt with specifically, if indeed all 
of them can be satisfactorily dealt with by 
statute at all, in the short time available for 
the rewriting of subchapter C 
publication of the criticized 


ask 


following 
House version 


Corporate separations.—The 


goes to great 


Code 
Section 355 to 


new 
lengths in 
make it possible to have legitimate tax- 
free split-ups, split-offs and spin-offs, even 
a simple spin-off of an existing controlled 
liary The stockholders 


securities tax 


subs cannot re 


this 


any 


CeIVE under 


free section 
kind, 


law—pre- 


but they can receive stock of 


including 


contrary to former 


ferred stock. 


The nonrecognition provisions and the 
clause (D) definition ar 
broadened so that nonrecognition will apply 
not only to distributions in connection with 
separations of corporations where the old 
stockholders have continuing interests in 
each corporation, and whether or not stock 
is surrendered or 


reorganization 


there is even a reorgan- 
ization, but also where the new stock is so 
listributed among the 
divide the 
stockholders group 
tting control of a segregated part free and 
7 therein of the other 
The effect of this is to negate such deci- 
sions as Case v. Commissioner, Weicker 7 
Howbert and Morgan v. Helvering™ There 
remain, however, the questions of gift or 


respective interests 


as in effect to assets between two 


with 


roups of each 


clear of any interest 


compensation, already discussed, if the dis 


tributions are not equal in value. 


lhe provisions of Section 355 were care 
fully devised to protect against abuse. Sub 


stantial restrictions are 


imposed, namely, 

requirement that the transaction be not 
used principally as a 
tribution of 


device for the dis- 
earnings or profits of either 
corporation and the requirement of active 
conduct of business; and, 
difficulties are met, there re- 
mains the special treatment of any dis- 
tributed preferred stock under Section 306. 
under Section 306, neither the 
stock in the old corporation nor the com- 
stock of the new or spun-off sub- 


would appear to be 306 


trade or even 


these 


However, 


mon 
sidiary Section 

35-1 ustc 9 9043, 293 U. S. 465 (1935) 
23 Case v. Commissioner, 39-1 ustc {§ 9481, 103 
F. (2d) 283 (CCA-9); Weicker v. Howbert, 39-1 
UST © 9414, 103 F. (2d) 105 (CCA-10); and 
Morgan v. Helvering, 41-1 uste { 9235, 117 F 
(2a) 334 (CCA-2). See Lyons, “Realignment 
of Stockholders’ Interest in Reorganizations 
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stock 


Section 


Moreover, a stockholder 
306 stock in a Section 
would not be subject to ordinary 
income tax by virtue of Section 306, if he 
later 


receiving 
355 trans- 


action 


disposed at time of his entire 
interest in the corporation whose stock was 
received (taking account the attribu- 
tion of ownership rules), even though he 


retained 


one 
into 


his stock in the old corporation 


The statute does not specify precisely 
what activities will be deemed to constitute 
the active conduct of a trade or business 
While pure investment activities are doubt 
less intended to be excluded and manufac- 
turing and 


included, 


commercial 
there 
financial, researcl 


activities to be 
wide 
and other 
which is left to 
and judicial 
does the statute 


remains a Variety ot! 
activities, the 
future 
determination. 
what 


without 


status of adminis 


Nor 


business 


trative 

indicate 
made 
continuity 


changes can be destroving 


the five-vear requirement. How 
ever, the intention apparently is that a trade 
or business which has been actively con- 
ducted throughout the five-year period will 
continue to meet the active business require- 
ment even though such trade or 
underwent change during the five-year 
period, as, for example, by the addition of 
new or the dropping of old _ products, 
changes in production capacity and the like, 
provided- 
vation 


business 


and this committe 
may 


report obser 
prove unnece ssarily restrictive 
such a character 
as to constitute the acquisition of a new or 
different 


the changes are not of 


business.” 


Che purpose of Section 355 is to sanction 
the nonrecognition of 
with 


tions 


gain in connection 
reorganizations and distribu 
where the effect is to leave two o1 
more corporations in the place of one, each 
ot which either is 
conduct of a 


divisive 


engaged in the active 
trade or simply 
controls a corporation which is so engaged 
It does not permit nonrecognition in con 
with divisive reorganizations and 
distributions where one or the other of the 


busine SS or 


nection 


corporations is not engaged in the 
conduct of a trade or 


active 
business or does not 
control a corporation which is so engaged 
The distribution of an incorporated port 
folio of stock or i intended 
to be tax free and the umbrella of the sec 


tion cannot be obtained through the acquisi 


securities is not 


Under Section 112(g)(1)(D) 
view 237 (March, 1954). 

* This is the understanding of the managers 
on the part of the House, as expressed in their 
Statement accompanying the Conference 
mittee Report, H. Rept. No. 2543, 83d 
2d Sess., p. 38 
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Com- 
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The new Code goes to great lengths 
in Section 355 to make it possible to 
have legitimate tax-free split-ups, 
split-offs and spin-offs, 

even a simple spin-off of an existing 
controlled subsidiary. 


tion, other than in nontaxable 
transactions, of a trade or business or a 
controlling stock interest within the 
years preceding the distribution. 
for the purpose of the active 
trade or business requirement, the period 
during which the 


wholly 


five 
However, 
five-year 
trade or business was 
conducted by a predecessor from whom it 
was acquired in a wholly nontaxable trans 
action can probably be counted.” But an 
acquisition in a nontaxable intercorporate 


transaction, such as a 


tax-free merger, 
liquidation or the like, will not suffice if the 
business was acquired in a taxable trans- 
action by the merged or liquidated corpora- 
tion within the five-year period. To illustrate: 


Suppose corporation A is engaged in the 
conduct of business and also ovis 
exactly 80 per cent of the voting stock and 
80 per cent of all other classes of stock of 
corporation B, which is also engaged in the 
active conduct of business, this having been 
true for more than five years. The stock of 
corporation B can be distributed under Sec 
tion 355 without tax to the recipient share- 
holders of corporation A, regardless of the 
latter’s accumulated earnings, if the 


active 


trans 
action is not simply a device for the dis 
tribution of earnings and profits. 

Suppose, on the other hand, the same 
facts exist, except that corporation A owns 
only 75 per cent of the voting stock of 
corporation B. Corporation A could not 
distribute the stock of corporation B to its 
stockholders without tax to them because it 
does not “control” corporation B. It could 
not put the stock of corporation B into a 
new wholly owned subsidiary 
tribute the stock of the latter tax free 
because, although if would “control” the 
new subsidiary, the active business require- 
ment would not be met, as the subsidiary 
would neither be engaged in active busi 
ness itself nor own a controlling interest 
in a corporation which is so engaged. Cor- 


and dis- 


poration A could not cure the defect by 
simply acquiring in a taxable transaction 
sufficient additional stock of corporation B 
to give it control with the view toward dis- 
tribution within five years, since a corpora 


tion is not deemed to be engaged in business 


if it acquired the business, or if it acquired 
the control of another corporation 
sary to qualify under the 
requirement, within five 


neces- 
business 
years of the 
tribution, as the result of any transaction in 
which any gain or 

Corporation A might, 
the desired result if 


active 
dis- 
recognized 


loss 


was 
however, accomplish 
it were able to do so 
by first acquiring, in exchange solely for 
its voting stock, additional stock of cor- 
B at least sufficient to give it the 
necessary control—for such an acquisition 
would be a 


poration 
reorganization under Section 
368(a)(1)(B) and the exchanges by corpora- 
tion B stockholdtrs pursuant thereto would 
be nontaxable under Section 354. 


Suppose corporation: A in the first ex 
ample, having owned the 80 per cent control 
af corporation’ B for more than five years, 
purchased the 
within five 
per cent of 
shareholders. 


remaining 20 per cent and 
thereof distributed 100 
corporation B’s stock to its 
Section 355 would apply to 
the 80 per cent stock interest distributed but 
not to the distribution of the remaining 20 
per cent and the latter would be taxable as 
“other property” under Section 356. This 
result could not be avoided, assuming cor- 
poration A owned another controlled 
sidiary, by causing the latter to purchase 
the 20 per cent interest and then trans- 
ferring direct ownership to corporation A 
through a tax-free liquidation of that sub- 
sidiary, because that device was 
and foreclosed Of course, as 


years 


sub- 


foreseen 
stated, if 
corporation A directly acquired the remain- 
ing 20 per cent of corporation B’s stock in a 
wholly nontaxable transaction in the first 
instance, it could distribute all the corpora- 
tion B stock within five years thereafter 
and Section 355 would apply if the com- 
bined holding period of the 20 per cent in- 
terest exceeded five years. 

To take another example, suppose 
poration C owns an active business and 
also has excess cash and other liquid as- 
sets. It buys, with the cash and the pro- 
ceeds of the other assets, all the stock of 
corporation D which is engaged in active 


cor- 





2 The Report of the Committee on Finance, 
United States Senate, to accompany H. R. 8300, 
Rept. No. 1622, 83d Cong., 2d Sess., states at 
p. 268: ‘‘Where such trade or business was 
acquired in a taxable exchange the period of 
time such trade or business was actively con- 
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ducted by the predecessor may be used in 
determining whether the five-year period re- 
quirement is met.'’ In this sentence the word 
‘“‘nontaxable”’ instead of ‘‘taxable’’ was doubt- 
less intended 
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business As stated, neither the stock of a 
new subsidiary taking over the active busi 
ness owned by C nor the stock of corpora- 
D could be distributed under Section 
355 within the five-year period. The 
jective could not be accomplished within 
the five by first merging 
poration D into corporation C in 
ible 


ixable transaction 


tion 


ob- 


yeal period cor 


a nontax 
transac 


tion, because the purchase in a 


the 


occurred within five- 


his possi le device was also 


an take the 
divisive 


sec 


qualifv for a 


istribution under 
five Vears 
(unless 
route) 
zation or 
he further 
transaction 


a de vice 


which 


statut 


ne meanim oO! 
Still, the ry 


subsequently negotiated 


distributed stock 


suc] a device 


“Boot” distributions in reorganization. 
Code, in Secti 
and 


Che new mn 356, in part coi 


tinues In 
to 


connection 


law 


“hoot” 


reorganization 


part changes 
the 


tormer 


with respect ot 
Ive d 


treatment 


rece in with 


exchanges and distributions 


In the case of a reorganization exchange 
involving “boot” (but not involving “boot” 
received in of Section 306 stock), 
former law is largely continued. Only the 
on the exchange taxable, and the 
gain taxable only to the extent of 
the “boot” received. If the distribution of 
“boot” has the effect of the distribution of a 
taxable dividend, then there is treated as a 
dividend such an amount of the recognized 
gain as is not in excess of the distributee’s 
ratable share of the undistributed earnings 
and profits accumulated after February 28, 
1913, the remainder being treated as a gain 
from the sale or exchange of property. 


respect 
gain is 


is 


On the other hand, in the case of “boot” 
accompanying a distribution of stock of a 


*“See statement accompanying Conference 
Committee Report, H. Rept. No. 2543, 83d Cong., 
2d Sess., pp. 37-38 

' Commissioner v 
9311, 325 U. S. 283 


Bedford Estate, 45-1 


UST« 
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controlled subsidiary, whether or not pur 
suant to a spin-off reorganization (as dis 
tinguished from a_ split-up split-off 
reorganization technically involving an ex 
change), and in the case of “boot” received 
in of Section 306 stock in a 
exchange, the law is 
changed. The entire amount the 
received is to be treated as a distribution 
which Section 301 applies, which means, 


or 


respect reor 
largely 
“boot” 


1O 


ganization 


t 
oO 


nor 
mally, as a dividend to the extent either of the 
accumulated and 
and pronts for the taxable year, 
limitation the distributee’s 


earnings 


earnings prohts or of the 
earnings 
without to 
and pt 


laudablk 


a purely formal 


1 1 
ratable share of such 


Thus, contrary to one of the 


objectives of the new Code, 
having no 
the difference 
“spin-off” 


difference economic significance 


such between a “split 


as 


off” and a reorganization—is ex 


pressly given important tax significance 


The technical distinction between a split- 


p or split-off exchange and a spin-off dis 


tribution may be another 


For “boot” 


organization 


important in 


respect received in 


exchanges 


connection 
other than 

f Section 306 stock, the “effect” 

Bed is thus continued. 
other hand, for “boot” received in 
Section 306 stock or in 
distributions not 
to which 
the “boot” is treated as a distribution under 
Section 301, the influence of the language 
in that may 
modified where 


with re 
in res] 
test rd case ~ 
On the 
respect ol connec- 


tion with nontaxable in- 


volving technical exchanges, 


as 


conceivably have been 
the “boot” distribution in 
essence involves a partial liquidation in the 
true contraction of business sense. This is 
Section 301(f)(2) to the 
liquidation section for special rules govern- 
ing partial and complete liquidations. 


case 


because refers 


Finally, the use of the word “treated” 
instead of “taxed” in Section 356(a)(2) and 
(b) would appear to change former law 
and require under both provisions, contrary 
to the situation under Section 112(c)(2) of 
the 1939 Code, that tax be withheld 
a “boot” distribution to nonresident aliens 
if the applicable earnings and profits test 
is met.” 


from 


Conclusion 


Over-all, the organization and reorgani- 
zation provisions of the new Code represent 


2% See DeNobili Cigar Company v. Commis- 


sioner, 


he 3 


44-2 ustc J 9371, 143 F 
3781, 1946-1 CB 119 


(2d) 436 (CCA-2); 













































































































































































































































































































































a substantial 
sponding 


improvement over the corre 
provisions of the 1939 Code. 
While many worth-while things were not 
done that might have been done, and it is 
to be hoped that further 
these matters will not be 


consideration of 


foreck ysed, the 







Under the 1954 Code 


1954 ( ode, 


statutory law 
silent on the 


pean IR to the 


was carry-over of items 
yr tax attributes from a corporation dis- 
tributing or transferring its property to an 
other corporation in a tax-free liquidation 
or reorganization. Some case law had de- 
veloped under prior revenue acts’ which 


established a few guideposts. In New Co 
lonial Ice Company v. Helvering, 4 
{ 1292, 292 U. S. 435 (1934), a unanimous 
Supreme Court held, in what probably would 
be a tax-free reorganization under recent 
law, that the transferee corporation was not 
entitled to the net 
transferor. In a 


USTC 


loss carry-over of its 
was held that 
the resulting corporation is entitled, in de 


termining its adjusted 


merger, it 


excess profits net 


income, to carry over the unused excess 
profits credit from one of its components 
for the two years preceding the merger 


(Stanton Brewery, Inc. v. Commissioner, 49-2 


( 
(2d) 573.) 


ustc § 5941, 176 F. : 
A net operating loss deduction was al- 
lowed where the so-called predecessor was 


jural 
in business name, 


the same 


person notwithstanding a 


change business situs and 
(Alprosa Watch Corpora 
tion, CCH Dec. 16,559, 11 TC 240 (1948).) 
A new Section 77(b) re- 
organization was not allowed to use the net 
operating loss of its predecessor. (Follans- 
bee Steel Corporation v. U. S., 53-1 
{ 9178, 109 F. Supp. 635.) The carry-over 
of corporate earnings to a successor corpo- 
ration in a reorganization has been 
nized by the United States Supreme Court. 


type of business. 


corporation in a 


USTC 


recog- 


(Commissioner v. Munter, 47-1 ustc § 9241, 
go) U. S. Z2IR) 
Subject to these developments, most tax 


attributes have died with the 
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time available, between the time it was 
decided to rewrite subchapter C of H. R 
8300 as originally passed by the House and 
the deadline set for final enactment scarcely 
permitted a more extravagant undertaking 


[The End] 





By ROBERT L. ROSBE 


Arthur Andersen and Company, 
Chicago 


even though for 


most business, economic 
and legal purposes there may have been in 
effect a continuation of the old corporation 


under a new corporate veil. 


H. R. 8300 proposed statutory provisions 
for the carry-over of 16 items from a cor- 
poration distributing or transferring sub 
stantially all of its properties to another 
corporation. The Senate Finance Commit 
tee added two more. The Conference Com- 
mittee added another, making, in all, 19 


carry-overs. Section 381 of the 1954 Code, 
in addition to specifying these items, de 


scribed those 


corporate liquidations and 
reorganizations in which carry 
permitted, and provides the operating rules 
which are applicable. Section 
special limitations imposed on net operating 


-overs ar¢ 
382 contains 


carry-overs in 


loss cases of certain put 
and 
which are in the 


schemes to evade or 


chases of corporate stock certain re 


organizations nature of 
avoid income tax. 
Corporate liquidations and 
which result in 
items include 


reorganizations 


carry-overs of specified 
the complete liquidation of 
a subsidiary corporation, unless the basis of 
distributed to the parent is deter 
mined under Section 334(b)(2). That sec 
tion deals with the Kimbell-Diamond Milling 
type of transaction, the liquidation of a 


corporation within two years after the ac 


assets 


quisition of its stock for cash or property. 
Also included are 
acquisitions: (1) 


certain 
Statutory 


reorganization 


merger or con 
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solidation, (2) acquisition by one corpora- 
tion in exchange solely for all or a part of 
its voting stock of substantially all the 
properties f another corporation, (3) a 
transfer by a corporation of substantially 
all of its assets to another corporation if 
the transferor distributes all of the stock 
and securities received as well as all of its 
other property in pursuance of the plan of 
reorganization and (4) a mere change in 
identity, form or place of organization. An 
acquisition by a partial liquidation or a 
divisive or other reorganization not herein 
before mentioned would not result in the 
specified carry-overs. Thus, the transfer of 
say, half of a corporation’s assets to an 
other corporation where the transferor ot 
its shareholders are in control of the trans 
feree corporation may be a tax-free reo 
ganization under Section 368(a)(1)(D), but 
the transferee could not inherit these carry 
rs because substantially all of transfer 
or’s assets would have to be acquired. Even 
if substantially all the assets were so ac 
quired, unless the transferor distributed the 
stock and securities received as well as its 
operties, the tax attributes would 
ry ove! 


in the case of 

form or place of organiz 
following rules shall apply: (1) The trans 
feror corporation must end its taxable year 


yn the date of transfer; (2) in general, the 
| 


ate of transfer is the day on which the 
transfer is completed; and (3) the acquiring 
corporation is not entitled to carry back a 
net operating loss for a taxable year ending 
after the date of transfer to a taxable year 


+ +h 


ie transferor cot poration. 


hus, if X and Y are consolidated into 
December 31, 1954, and Z has a net 

loss in 1955, such loss cannot be 

back to a taxable vear ot X or 4 

X had been merged into Y on Decem- 

1954, and Y had a net operating 

loss in 1955, although the 1955 loss could 
not be carried back to a taxable vear of X, 
it could be carried back to a taxable vear, 
1953 or 1954, of ¥ If, however, X, on 
December 31, 1954, merelv changed its place 
of organization, the resulting company is 
entitled to carry back its net operating loss to a 
taxable year of X prior to the reorganization 
Of the 19 carrv-overs, the major ones 


are 


| 
probably the net operating loss, earnings 


ind profits and capital loss. These items in 
the past have caused many controversies 
with the Internal Revenue Service. They 
also have create d the trafficking in loss 
companies. Items like methods of account 
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ing, Inventory pricing, depreciation methods 
and others, allow or require, as the case may 
be, the acquiring corporation to carry on 
the affairs of the transferor corporation in 
the manner in which they were carried on 
by the transferor corporation for federal 
income tax purposes. The Senate Finance 
Committee report states that the section 
is not intended to affect the carry-over 
treatment of an item not specified in the 
section or the carry-over treatment ot! the 
specified items in corporate transactions not 
qualifying under the = section It further 
states (at page 277) that no inference is to 
be drawn from the enactment of this sec 
tion whether a specified item can be carried 
forward or back under existing law. 


The subsection dealing with net operating 
loss carry-over contains conditions and limi- 
tations. Under them the transferor corpora 
tion’s net operating loss carry-overs, deduc 
tible in the acquiring corporation’s first 
taxable year ending after the date of trans 
fer, are limited to the amount of the acquir- 
ing corporation’s taxable income allocable, 
on the basis of time, to the period from 
the date of transfer to the end of such vear 
For instance, if X, a loss corporation, was 
merged into Y on July 4, 1955, and Y’s tax 
able income for the calendar year 1955 is 
$36,500, the amount of net operating losses 
of X which could be deducted in Y’s 1955 
return is limited to 180/365 of $36,500 
or $18,000 


Under Section 381(c)(1)(C), which deals 
with determining the amount of net operat 
ing loss carry-overs, it mav be said that 
if the acquiring corporation had losses prior 
to the acquisition vear, such losses may be 
carried forward to the same years as 1f 
there had been no such acquisition 
transferor’s net operating loss may be car 
ried forward to those same years if both 
companies were on the same fiscal vear and 
the transfer occurred on the last day of a 
fiscal year. If, however, the transfer did 
not occur on the last day of a fiscal year 
of the acquiring corporation, for the pur- 
pose of this subsection such vear 
be considered to be two taxable years, 
the “pre-acquisition part year” and_ the 


“nost-acquistion part year The acquiring 
corporation’s taxable income tor the year 
of acquisition is divided between the two 
part years and net operating losses of both 
the transteror and acquiring corporations 
carried forward. The losses of the trans 
feror are to be used in the first taxable year 
of the acquiring corporation ending after 
the date of transfer (subject to the limita 
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tion previously discussed) and the balance 
carried forward to subsequent years. Ap- 
parently for the purpose of marshaling the 
losses of the transferor and the acquiring 
corporation, the loss of a transferor corpo- 
ration for a year which ends on or before 
the end of a loss year of the acquiring cor- 
poration shall be considered a net operating 
loss for a year prior to such loss year of 
the acquiring corporation 


It is believed that these provisions would 
permit, in the case of the merger of two 
calendar-year corporations merging on De- 
cember 31, 1954, the loss for 1950 of either 
or both companies to be carried forward 
to 1955. If the merger occurred, say, No- 
vember 30, 1954, however, the 1950 loss of 
the transferor could be carried to its 1951, 
1952 and 1953 calendar period 
ended November 30, 1954, and the balance 
to the acquiring corporation’s 1954 calendar 
year subject to limitation. None could carry 
forward to the acquiring corporation’s 1955 
year. But if both the transferor and the 
acquiring corporation had loss carry-overs 
from 1950, that of the transferor could be 
applied first (subject to 
ously discussed) 


years, its 


limitation 
because it 


previ 
would be a 
carry-over to one less year than the acquit 
ing corporation’s loss of the same year 


These provisions seem reasonable where 
a transferor corporation is completely ab- 
sorbed by an acquiring corporation, but the 
question is whether con- 
templated that the net operating loss of an 
80 per owned subsidiary, which is 
liquidated into its parent under Section 332, 
would carry forward 100 per cent into the 
parent. Nothing in the law 
prevent it. 


raised Congress 


cent 


seems to 


The item, earnings and profits, or deficit 
therein, of a corporation are 
deemed to have been received by the ac- 
quiring 


transferor 


corporation as of the close of the 
of the transfer. A deficit of the trans- 
shall only 
be used to offset earnings and profits accu- 
mulated after the date of transfer. 
more, the amount of earnings and profits 
of the first taxable 
corporation which ends 


which 


date 


feror or acquiring corporation 


Further- 
vear of the 


after the 
may be 


acquiring 
date of 
reduced by a 
that 


acquisition 
deficit of a 
amount same ratio to the 
total earnings for such year 
as the number of days of such year after 
date of acquisition bears to the total num- 
ber of days in such year. If 


transferor corporation is 
which bears the 


undistributed 


corporation 
\ with $1 million accumulated earnings and 
profits caused the liquidation of its wholly 


1020 December, 


1954 @ 


It appears, says Mr. Rosbe, that an 
acquiring corporation's accumulated 
earnings and profits would be 
increased by a transferor's 
accumulated earnings and profits 
even though the acquiring corporation 
had no economic gain in the transfer. 


owned subsidiary B, which had $1 million 
deficit in earnings and profits, such deficit 
would not offset A’s accumulated earnings 
but would apply against A’s future earnings 
and profits. A distribution would be taxable 
as a dividend on the theory that it came 
from A’s accumulated earnings and profits 
of $1 million, even if the inherited deficit 
net of future earnings exceeded $1 million. 


It appears that an acquiring corporation’s 
accumulated earnings and profits would be 
increased by a accumulated 


earnings and profits even though the ac 


transferor’s 


quiring corporation had no economic gain 
in the transfer. Take the case of corporation 
A which more than two years ago acquired 
all the stock of corporation B for $1 million 
when the latter had net assets of $1 million, 
represented by $500,000 capital stock and 
$500,000 of accumulated earnings. If B is 
today liquidated into A, and B’s net assets 
on date of liquidation are the same amount, 
$1 million, A 
nomic 


would have realized no eco- 
Yet, under this section, A’s 
earnings would be increased by $500,000 


gain 


\ capital loss of a transferor corporation 
can be carried over to the first taxable year 
of the acquiring corporation which 
after the date of the transfer. Similar to 
the limitation imposed in connection 


ends 


with 


net operating loss carry-overs, the amount 
| 
| 


of capital loss which can be deducted in 
first limited to an amount 
which bears the same ratio to the net capital 
gain of the 
mined 


such year 1s 
acquiring 
without 
ove! 


corporation §( deter 


regard to the capital loss 
transferor) as the 
number of days in a taxable year after the 
distribution or bears to the total 
number of taxable year. In 


determining the amount of the capital loss 


carried from the 
transter 
days in the 


which is a carry-over to a year following 
the first taxable 
poration ending after the date of transfer, 
it is 


vear of the acquiring cor- 
necessary to reduce the capital loss 
carry-over by the amount of any net capital 
gain against 


which it was deducted in the 


first taxable year of the acquiring corpora- 
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tion. Thus, if X corporation is merged into 
Y corporation during 1954 in a transaction 
described in this section, a carry-over of 
X’s capital loss from 1953 would apply first 
against a capital gain, if any, which X would 
have had in its short period during 1954; 
next, it would apply against Y’s net capital 
gain in 1954 (limited to a proportion based 
on the ratio of the days elapsing between 
the date of acquisition and the end of the 
year compared with the total days in the 
year); and the balance would be carried 
forward to apply against Y’s net capital 


gains in 1955, etc. 


The capital loss subparagraph was drafted 
and enacted in different language from that 
used concerning net operating losses. Never- 
theless, the Senate Finance Committee re- 
port indicates that the capital 
transferor corporation “will be a carry-over 
to one less year” than that of the acquiring 
corporation and should be used before ap- 


loss of a 


plying a loss of the acquiring corporation 
originating in the year. It is noted 
this subparagraph does not contain wording 
comparable with Section 381(c)(1)(C) that 
the transferor corporation “shall 
be considered to be a net operating loss 
for a year prior to such loss year of the 
acquiring corporation.” 


same 


a loss ot 


An acquiring corporation 1s permitted to 


use the method of accounting and the basis 


on which inventories were taken by the 
transferor corporation, unless different meth- 
ods were used by 
the 


acquiring corporation, 


several transferor cor- 


porations or by transferor 


and the 


corporation 
In the latter 
event, the acquiring corporation is required 
to use the method or combination of meth- 
ods to be prescribed by the Secretary or 


his delegate in regulations 


accelerated 
1954 Code 


acquiring cor- 


The methods of computing 
depreciation provided under the 
over to the 
at the 


limited to the 


may be carried 


poration, except thi preciation allow 


ance 1S basis of such asset 


in hands of the acquiring corporation 


which does not exceed the basis of such 


asset in the hands of the transferor corporation 


If the transferor corporation had elected 
Section 452(d) to 


as in the manner 


under report prepaid in 


] 


come there described, the 


acquiring corporation shall be treated as it 
it were the transferor corporation, assuming 
the liability is taken over by the acquiring 
corporation and such 
the 


method of accounting 


corporation does not 


use cash receipts and disbursements 


If the cash receipts 
and disbursements method of accounting is 
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used by the acquiring corporation, it must 
include in its first taxable year, ending after 
the date of transfer, the balance of the pre- 
paid income as was not includable in the 
gross income of the transferoi 
for preceding taxable years 


corporation 


The acquiring corporation is permitted to 
deduct amounts which arise out of an obli- 
gation of the transferor corporation paid or 
accrued by the acquiring corporation after 
the transfer, provided: (1) The obligation 
was assumed by the acquiring corporation; 
(2) the obligation gives rise to 
after transfer and such liability 
accrued by the 
would been 


a liability 
if paid or 
after such date 
deductible in computing 
its taxable income; and (3) the obligation 
was not reflected in the amount of c 
eration transferred by the acquiring corpo- 


transferor 
have 


ynsid- 


ration to the transferor corporation for the 
latter’s property. Thus, if the transferor 
had contingent injuries and 
claims which it could not have 
prior to the transfer, such items 
might be deducted by the acquiring 
poration. However, this would 
if such obligation had been taken into ac- 
count in the property to be 
transferred by the acquiring corporation for 
transferor’s property. Furthermore, had the 
transferor corporation been entitled to de- 
duct 
to the transfer, for instance, as a provision 
expense, the 
acquiring corporation could not deduct such 
item at date of payment. 


corporation 
damages 
deducted 
cor- 
not be so 


determining 


such items in its own returns prior 


jor a reserve for estimated 


Contributions made by the transferor in 
the tax year ending on the date of distribu- 
tion or the prior taxable vear in excess of 
the amount allowable can be deducted by 
he acquiring corporation in its first two 
taxable years which begin after the date of 
transfer, subject to the limitations imposed 
in Section 170(b)(2). Unlike the 
of a net a capital 
where, if the date of distribution or transter 


Carry-Ove!t 


operating loss o1 loss, 
is on other than the last day of the acquiring 
corporation’ taxable vear, the 
ductible in the first 


ratio, the 


amount de 
iimited 
contribution 
first taxable 
year of the acquiring corporation is not lim 


taxable vear is 
by a amount ot 


carry-over deductible in the 
ited by ratio because such first taxable year 
until after the date of dis- 
tribution or transfer. Thus if X corporation 


1955, 


does not begin 
merges into Y 
X’s charitable contributions in excess of 
the amount allowed will be deductible by 
Y (subject to limitation) in 1956 and 1957, 
assuming Y 


corporation on July 1, 


basis 
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Subsection 382(b) is designed to 
prevent the liberalized carry-over of 
net operating losses to acquiring 
corporations in certain reorganizations 
unless the stockholders of the 

loss corporation after the transfer 

hold a 20 per cent share of the 
surviving corporation's stock. 


This section also provides for the carry- 
over of various other items regarding install- 
ment method, amortization of bond discount 
or premium, expenses deferred by 
feror’s 


trans- 
contributions to 
recovery of 


election, pension 
bad debts, prior taxes 
amounts, involuntary 


versions and personal holding company 


plans, 
or delinquency con- 
items 

Section 382 imposes special limitations on 
net operating The 
part provides for the entire elimination of 
a net operating loss carry-over if 50 per cent 
or more of the corporation’s stock changes 
ownership during a two-year period as a 


loss first 


Carry-overs., 


result of a purchase or redemption of stock 
and if the corporation changes its trade or 
business. The second part reduces the net 
operating loss carry-over in a _ corporate 
reorganization described in Section 381 un 
less there is a 20 per cent or more continuity 
of interest in the resulting corporation re- 
tained by the stockholders of the corpora 
tion in which the net operating loss carry-over 
originated. The Senate Finance Committee 
report points out that if a limitation in this 
section applies to a net operating loss carry- 
over, Section 269, relating to acquisitions 
to evade or avoid income tax, shall not also 
be applied; however, the fact that a limi- 
tation under this 
shall have no 


269 applies 


More 


doe Ss not 
whether 


section 


apply 
effect on Section 
specifically, subsection 
that one or more of the ten largest unre- 
lated stockholders must own, at the end 
of the taxable year, a percentage of the fair 
market value of the outstanding stock which 
is at least 50 percentage points more than 
person or 


A provides 


such persons owned at the be- 
ginning of either such taxable vear or the 


prior taxable year. This does not mean an 


increase of 50 per cent of one’s holdings but 


rather 50 per cent of the outstanding stock 


he increase must be caused by a purchase 
by the person who has the 
a decrease in the 


stock through, for 


1022 


increase, or by 
amount of outstanding 
instance, a redemption 


December, 


1954 °@ 


by the corporation, but not a decrease re 
sulting from a redemption to pay death 
taxes to which Section 303 applies. An in- 
crease resulting from a purchase by 
other person, a tax-free reorganization, a 
gift or a devise is not counted in determin- 
ing whether the 50 percentage points in- 
crease has been reached. Under this section 
if individuals A, B and C owned 40 per 
cent, 40 per cent and 20 per cent respec 
tively of a corporation’s stock, and A and B 
reduced their holdings to 15 per cent by sale 


some 


of shares to C, the company’s net operating 
loss deduction may be disallowed if there 
has been substantial change in the type of 
trade or business. 

The condition which may result in most 
controversies regarding this subsection con 
cerns the question of whether the corpora 
tion has continued to carry on a trade or 
business substantially the same as that con 
ducted immediately 
percentage 


before any change in 
The Senate Finance Committee 
report indicates that a shift from one type 
of business to another, the discontinuance of 
any except a minor portion of its business, 
and location would fulfill the 
condition and eliminate the carry-over. How- 
ever, as the Committee report 
points out, if the corporation continued to 
carry on substantially the same trade o1 
business, the limitation would not be appli 
cable even though the corporation also added 
a new trade or business 


changes in 


Conference 


Subsection 382(b) is designed to prevent 
the liberalized carry-over of net operating 
losses to acquiring corporations in certain 
reorganizations unless the stockholders of 
the loss corporation after the transfer hold 
a 20 per cent share of the surviving corpora- 
tion’s stock. This deals not only with a loss 
of the transferor corporation but also with 
a loss of the acquiring corporation. If the 
stockholders ot the 
than a 20 pet 


the successor 


loss 


corporation re 


ceive less cent interest in 


corporation, the loss carry 
over is reduced by 5 per cent for each per- 
centage point under 20 given up by the 
stockholders of the loss company. 
X corporation had a _ net 
carry-over and Y 


tory 


Thus, if 
operating 

merges into X in a statu 
December 31, 1954, and Y 
stockholders own as a result of the reor 
ganization 96 per cent of the fair market 
value of X’s outstanding stock, X’s original 
stockholders would now own 4 per cent. In 
case, the 


loss 


merger on 


percentage of reduction 
would be 80 per cent (5 x 16). If they had 
continued to own 12 per cent instead of 4 
per cent, the percentage of reduction would 
have been 40 per cent (5 x 8) 


such a 


The appli 
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cation of this section cannot be avoided by 
the stockholders of the corporation 
purchasing shares of the successor corpora 


loss 


tion because the law refers to the stockholders 
ywwning less than 20 per cent 
stock the 
This limitation shall not apply if the trans 


“as a result 


of owning of 


loss corporation.” 


feror and acquiring corporations are owned 


by the the 


same proportion. 
It may be that 
will clarify some 


substantially 


Salli rsons mm 


pe 
regulations, when issued, 
of points, even 
administratively legislate new ideas. On the 
other hand, if they merely 
law, we will have to await 
better understanding 


these or 
paraphrase the 
litigation for a 


[The End] 


Corporate Distributions and Adjustments: 
Recent Case Reminders of Some 


Old Problems Under the New Code 


By PAUL E. TREUSCH 
Special Assistant to the Chief Counsel, 
Internal Revenue Service 


FACE of the 
in this field wrought by the 
enacted 1954 Code,’ to the dis 
cussion of which these sessions are chiefly 
devoted, and with the Treasury regulations 
under Subchapter C still a draft stage, 
there may at first seem little in recent case 
developments that can command 
tention and interest for the future. The 
50-page Subchapter C, with its strangely 
new section numbering and unfamiliar con- 
cepts, in lieu of the much shorter and 
familiar terms of the 1939 Code, is, we 
are told, designed to rearrange the applic- 
able provisions in more logical form and to 
eliminate defects, inequities and 


| N THE thoroughgoing 
} 


changes 


recently 


in 


our at- 


areas of un- 
highlighted 
by court decisions over the years. We have 
heard of progress in the areas of organiza- 
tion and reorganization of corporate-share- 
holder relationships, with the elimination of 
the “proportionate interest” test under the 
old Section 112(b)(5);* of the simplifica- 


certainty previously existing or 


1 Except as otherwise indicated, all footnote 
references hereinafter are to 1954 Code and 
committee reports thereunder. 

2 Incidental references to provisions 
1954 Code herein do not necessarily represent 
official position of the Treasury Department, 
which will be set forth in the regulations under 
Subchap. C when promulgated. 

> Sec. 351. 

* Secs. 302(b)(2) 


of the 


(3) and (4) and 303. 
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tion of rules 


distributions; 


governing the taxability of 
of mechanical tests for escap- 
ing the “essentially equivalent to a dividend” 
rule;* of provisions to 
treatment to divisive reorganizations, 
gardless of whether they take the 
forms of 


accord similar tax 
re- 
familiar 
“spin-off,” “split-off” or ‘“split-up”;° 
of clarifying provisions as to the extent to 
which successor corporations stand in the 
shoes of their predecessors with respect to 
and credit 


loss 


and 
profits, and other specified items;* of special 
mechanical 


carry-overs, earnings 


rules governing distributions in 


partial’ or complete® 


kind 


preciated property.” 


liquidation, and dis- 


tributions in appreciated 


in de- 


or 
All too soon we have learned that many 
the old familiar and concepts in 
the 1939 Code and under the decisions, such as 


the in proportionate interest” test 
of taxability of 


of terms 
“change 
dividends and 
bail-outs,” 


stock “pre- 


ferred stock have given way 


to new and strange concepts such as “cor- 
porate acquisitions,” “substantially dispro- 
#20 “Sec, 306 stock,” 


“unrealized 


portionate redemptions, 


21 


“inventory assets, receivables 


or fees,” * “pre-acquisition” and “post-acqui- 


sition part year.” ** The committee reports, 
> Sec. 355 

6 Sec. 381. 

7 Sec. 346(b). 

8 Secs. 332, 333 
* Sec. 312 

1” Sec. 302(b) (2) 
' Sees. 311 and 312(b)(2)(A) 
™ Sec. 312(b)(2)(B) 

* Sec. 381 


335, 337, 341 and 342 







































































































































































































































































































too, voice a Congressional purpose of the 
draftsmen of the new Code in some instances 
to incorporate, in others to set aside, dec!- 
sions such as Groman and Bashford,* Court 
Holding Cumberland Public Service® Bazley 
and Adams," Neustadt,” Sansome,” and 
more recently Chamberlin,” Kimbell-Diamond 
Milling™ and Hirshon and Godley, * to men- 
tion only a few. Other recent holdings, like 
those in Phipps, Stanton Brewery and Zenz, 
are dealt with, too, though without specific 
mention 


On first analysis, certainly, the past may 
seem pretty much a closed book and the 


new chapters yet to be written 


Codification, even recodification, though, 


seldom solves all our problems; more often, 
it not merely creates new ones of construc- 
tion and application but requires us to draw 
upon the old body of law to give meaning 
to the new terms and concepts. Approach- 
ing the 1954 Code in this vein—with the 
finance committee’s declared purpose in 
mind not to cut loose from the past com 
pletely but to rewrite the more extreme 
House version so as “to preserve the terms 
ind concepts of existing law wherever 
possible” "—it becomes apparent that not 
only have many areas been left completely 
untouched or re-enacted in substantially the 
same form as before, but even where reform 
has been effected, as by providing mechanical 
rules, many of the old basic concepts and 
court-made rules have been left with con- 
tinuing force and vigor, in situations not 
coming squarely within the mechanical stand- 
ards provided 


Hence, we find many old familiar terms 
have been carried over, sometimes with a 
slightly altered meaning, but often unchanged, 
such as “stock” and “securities,” “ “divi- 
dend,”” “earnings or profits,” and “effect 


“S. Rept. No. 1622, 83d Cong., 2d Sess., at 
pp. 52 and 263 

8S. Rept. cited at footnote 14, at pp. 254 
and 258 

%S. Rept. cited at footnote 14, at p. 258 

"S. Rept. cited at footnote 14, at p. 269 

BS tept. cited at footnote 14, at pp. 51, 
267-8 

”S. Rept. cited at footnote 14, at p. 250 

*”S. Rept. cited at footnote 14, at p. 46 

"1S. Rept. cited at footnote 14, at pp. 48 
254 and 257 
2S. Rept. cited at footnote 14, at p. 248 
*S. Rept. cited at footnote 14, at p. 42 
*S. Rept. cited at footnote 14, at p. 42 
* Sec. 316 
* Secs. 316, 312 and 381 
27 Sec. 356. 
* Secs. 368 and 354 
*® Secs. 368 and 354 
” Sec. 355 
* Secs. 361 and 268 
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of a dividend, substantially all,” * “con- 
trol,”* “boot” and “other property,” ” 
“ ° 4 31 “ 

party to a reorganization, plan of re- 
organization,” “ and “in pursuance” * thereof, 
“solely for voting stock,” ™ “solely for stock 
and securities” “ and many others. 


Despite changes in certain of the statu- 
tory definitions of a reorganization, other 
types of corporate readjustments, such as 
“mergers and consolidations,” ™® “recapitali- 
zations,” and “mere changes in identity, 
form,” * ete. remain undefined in the 1954 
Code as in the old statute. ‘Business pur 
pose” ” and “continuity of interest” require- 
ments, except to the extent relaxed in 
specified situations,” continue under the 
new Code. By and large, except for two 
or three situations specifying the effect of 
distributions in kind,“ and certain distribu- 
tions and transfers under Section 381, the 
definition or lack of definition of “earnings 
or profits” as the key to taxability of non- 
liquidating distributions persists under the 
new Code. Similarly, the definition of a 
dividend contained in old Section 115(a) 
and (b) is substantially re-enacted in new 
Section 316, carrying in its wake many of 
the pre-existing problems in the application 
of the statutory presumptions 


In other areas, such as that of insolvency 
reorganizations, the existing law has been 
substantially re-enacted.” Likewise, aside 
irom the 18 or 19 items specifically provided 
for in Section 381, the new Code, as the 
committee reports make clear,” preserves 
existing law as respects the carry-over status 
of many other items, such as the use of the 
transferor’s accounting period,“ its right 
to claim, sue for or collect refund of taxes, 
and its elections, including that to deduct 
or capitalize research and development ex- 
penditures “ or to amortize the premium on 

2 Secs. 354, 361 and 368 

% Secs. 354, 355, 361, 367, 368 and 371 

* Sec. 368. 

* Secs. 354 and 371 

*® Sec. 368(a)(1)(A); S. Rept. cited at foot- 
note 14, at p. 273. 

7 Sec. 368(a)(1)(E); S. Rept. cited at foot- 
nete 14, at p. 273. But see Mr. Darrell’s com- 
prehensive article in this issue at p. 1007, as 
respects the broadened definition of ‘‘boot’’ to 
cover Bazley (S. Rept. cited at footnote 14, 
p. 51) and as respects recapitalization involving 
Sec. 306 stock. 

% Sec. 368(a)(1)(F);: S. Rept. cited at foot- 
note 14, at p. 273. 

% Secs. 355, 357 and 269 

” Secs. 368(2)(1)(B), (C), (D) and 368(a)(2) 

" Sees. 312 and 316 

“2S. Rept. cited at footnote 1 

*“S. Rept. cited at footnote 1 

** Secs. 441-443 
Sec. 174. 





4. at p. 275 
4, at p. 277 
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Nor is it intended 
to provide as to the carry-over of earnings and 


certain types of bonds.“ 


profits in divisive 


reorganizations. 
Rather 


of the 


than to attempt to review each 


substantially 
sections of Subchapter 


left partially or 
unchanged in all 395 


areas 


our purpose will be to indicate a few 


the more significant of these areas ot con 


] 


importance and in each to review 


f the recent decisions and rulings 


“Thin”? Capitalization 
Che problem of capitalization, or 


borr 


structure, 1s 


an overbalance . tio of owed to 


equity capital in he I rate 


me that has intrigued both courts and 


! rule of thumb 
provided in the 1954 Code for distinguts 


counsel for years. Nor is any 


Mt 


debt from equity 


Taxwise, the problem of whether share 


holder advances are to be recognized as 
bona-fide indebtedness 


itself in a 


creating manitests 


variety of wavs: first, whether 
the interest paid thereon 
by the 


ments on 


mav be deducted 
corporation; ~ 


principal 


second, whether pay 
will be 


recognized as 


nontaxable return ital, rather than as 


a redemption ot subjec to possible 
ordinary income 


115(¢), or in 


treatment under Section 


any event, to tax as Capital 


gain to the extent of any excess over 
third, 


tie share holder 


whethe r, on failure of the « 


t 


may deduct a business bad 


Sec. 171 

* Denials of the 
low capitalization 
part Robert L 
13 TCM 428; 


interest deduction, in which 
appears to have played a 
CCH Dec. 20,313(M) 
Vullin Building Corporation, CCH 
Der 16.013. 9 TC 350 (1947). aff'd 18-1 UST 
£ 9261, 167 F. (2d) 1001 (CCA-3); 1432 Broadway 
Corporation, CCH Dec. 14,497, 4 TC 1158 (1945) 
iff'd, 47-1 ustc { 9213, 160 F (CA-2) 
Swoby Corporation, CCH Dec. 16,123, 9 TC 887 
(1947): Kipsborough Realty Corporation, CCH 
Dec. 18,567(M), 10 TCM 932 (1951) 
* Denials of tax exemption to 
on principal as capital recovery in 
capitalization appears to 
RE Nelson, CCH 


92) 


Osborne, 


(2d) 885 


repayments 
which low 
have played a part 
Dec 19,37 19 TC Ss 
Denials of business bad-debt deduction, in 
which low capitalization appears to have played 
part Edward G. Janeway, CCH Dee, 13.290 
TC 197 (1943), aff'd, 45-1 © 9162, 147 F 
2d) 602 (CCA- Joseph B. Thomas, CCH Dec 
2 TC 193 (1943): Michael Cohen, CCH 
13,813(M), 3 TCM 236 (1944), aff'd, 45-1 

re { 9240, 148 F. (2d) 336 (CCA-2); Thomas 
O’Neill, CCH Dec. 15,995(M). 6 TCM 993 (1947) 
aff'd, 48-2 ustc § 9406, 170 F. (2d) 596 (CA-2): 
Sam Schnitzer, CCH Dec. 17,094, 13 TC 43 
(1949), aff'd © 9410, 183 F. (2d) 70 
(CA-9); Isidor Dobkin, CCH Dec. 17,767, 15 TC 
31 (1951), aff'd, 51-2 ustc § 9509, 192 F. (2d) 392 
(CA-2): George L. Sogg, CCH Dec. 17,919(M), 
9 TCM 927 (1950), aff'd, 52-1 ustc { 9220, 194 


50-2 ust 
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debt, as 
short-term capital loss; * 


bad debt o1 
fourth, whether a 
corporation may retain substantial amounts 
of corporate 


against a nonbusiness 


earnings as a proper reserve 


advances without in 


102 


advances are I be 


on account of such 


} 


curring a Section penalty; ”  fitth, 


whether classified as 


invested rather than as borrowed capital in 


excess |] | Ss 


| 
439 of the 1939 Code 


computing the 


section 


credit undet 


Chere 1s, 
in addition, the t 


hy 
possible efter 


capital designation of such ad 


nonrecognition status r the 


lactors are, 


consequence 


Cas, Suc 


o illustrate 


c iterest and importance of 
thi nn 


which the indebtedness was given tax recog- 


nition; 11 Osborne, it 


not 


debt capital ratio 
held not excessive; 
t 250,000 to one 


Was 


tol 
held 


f undercapitalization 
Although the ° ‘ourt 


ficulty in 


had no dit 
uishing between these two 
littl 


them 


extremes, ther has been no 


spec ula 
the line 
that 


extreme mm 


tion on vh in between 


may properly be drawn 


the ndercapitalization 


must 
(CA-6); Hilbert L } , CCH Der 

90 (1951), aff'd { 9531 

589 (CA-2); Hrard A. Mathiessen, 

CCH Dec. 18,220, 16 TC 781 (1951). aff'd, 52-1 
UST ¢ 9201, 194 F. (2d) 659 (CA-2) William 
Bernstein, CCH Dec 18,777(M), 11 TCM 
118 (1952 Wallac L Chessire, CCH Dee 
18,792(M), 11 TCM 146 (1952): Samuel T. 
Tauber, CCH Dee 18,871(M) 11 TCM 269 
Debt” Is It a Bad 


(1952). See Justis, ‘Is It a 
Debt? Is It a Business Bad Debt?" Proceed- 
ings of the New York University Tenth Annual 
Federal Taxation (1952). 183 

‘In Gazette Telegraph Company, CCH Dee 
19,419, 19 TC 692 (1953), acq., I. R. B. 1954-30. 5 
(July 26, 1954), the court, in 
stockholder indebtedness, 
intent to violate Sec. 102 
Holland, ‘‘Tax ects of Stockholder Loans to 
Corporations,’’ Proceedings of the New York 
Ninth Annual Institute on Federal 
Taxation (1951), pp. 1083, 1101; Schlesinger, 
article cited at footnote 85; Cary ‘Current 
Reflections on Sec. 102,'' Proceedings of the 
New York University Eighth Annual Institute 
on Federal Taxation (1950), p. 1250 

‘1432 Broadway Corporation and Swoby Cor- 
poration cases, cited at footnote 47. 

George C. Houck, Jr. v. Hinds, 
9567, 215 F. (2d) 673 (CA-10) 

* Cited at footnote 50. 

‘Cited at footnote 47 


usT« 


Institute on p 


recognizing the 
specifically finds no 


See also H. Brian 


University 


54-2 ust 





In decisions in which 
undercapitalization has been relied 
upon by the court as a factor in 
denying recognition to shareholder 
advances as indebtedness, the debt to 
equity ratio has ranged from less 

than two to one all the way to 
250,000 to one, and the amount of 
equity capital has ranged from 

zero to almost $200,000. 


order to tip the scales against recognition 
of the indebtedness was probably sparked 
by the Supreme Court’s dictum in the Kelley 
and Talbot Mills decision,” where, in giving 
Dobson to the Tax Court’s 
diverse treatments of these admittedly factually 


its approval 
similar cases on the debt-capital issue, the 
court observed that: “As material amounts 
of capital were invested in stock, we need 
not consider the effect of extreme situations 
such nominal stock investments 
obviously excessive debt structure.” 


as 


and 


In observing that the ratio of debt to 
stock in that case was four to one, the 
Tax Court a year or two ago concluded 
that a 3% to one debt to equity ratio 
represented a substantial proprietary in- 
terest.” The Commissioner’s acquiescence in 
the latter case, taken together with the 
fact that the lowest debt-equity ratio which 
had been refused court approval up to that 
time was four to one,” was viewed by some 
as the approval of a magic formula in the 
314 to one range, which would assure recogni 
tion of a claimed indebtedness for tax purposes. 

However, no such rule of thumb can 
fairly be deduced from the decisions to date, 
nor, it is believed, from positions taken 
thereon by the Treasury. In the dozen 
or two decisions over the past decade in 
which undercapitalization has been relied 
upon by the court as a factor in denying 
recognition to shareholder advances as in- 
debtedness, the debt to equity ratio has 
ranged from less than two to one all the 
way to 250,000 to one®™ in the Osborne case 
just mentioned, and the amount of equity 
capital has ranged from zero to almost 
$200,000." Rather than by reference to the 





% John Kelley Company v. Commissioner, 46-1 
ustc { 9133, 326 U. S. 521. See also Pepper v 
Litton, 308 U. S. 295, 309-310 (1939), comment- 
ing upon ‘“‘purely nominal” paid-in capital in 
this connection. For early legislative attempts 
to deal with the problem, see Myron Semmel, 

Tax Consequences of Inadequate Capitaliza- 
tion,’’ 48 Columbia Law Review 202 (1948). 
CCH Dec. 19,112, 
1952-2 CB 3 
Schnitzer, cited at footnote 49. 
W. J. Jones & Son, Inc., 53-1 
F. (2d) 846 (CA-9, 1952). holding 
to one not fatal, citing Spreckels, 


* Ruspyn Corporation, 
TC 769 (1952), Acq., 


18 


” Sam 
ef. Earle 
7 9142, 200 
ratio of six 


But 


» USsT¢ 





CCH Dec. 17,434(M), 8 TCM 1113 and McDer- 
mott, CCH Dec. 17,210, 13 TC 468, where ratio 
of six to one and 108 to five respectively were 
approved and distinguishing cases where the 
ratio was fixed at the outset, or the parties 
knew original advances were grossly dispro- 
portionate to future capital needs or only 
nominal and capital or none at all was contrib- 
uted. The court stresses absence of tax avoid- 
ance motives, and notes that in Jones case 
investors believed original capital would be 
adequate, which only later events disproved. 

% Cases cited at footnotes 47-49. See, also, the 
chart at the bottom of this page. 

* Cited at footnotes 57 and 58. 


Debt/Stock Ratios in Cases Holding Capitalization Inadequate: 


Edw. 
Jos 


G. Janeway 

B. Thomas 

Michael Cohen 

1482 Broadway 

Thos, O’Neill 

Swoby Corporation 

Mullin Building Corporation 

Sam Schnitzer 

Isidor Dobkin 

George L. Sogg 

Hilbert L. Bair 

Erard A. Mathiessen 

3. Kipsborough Realty Corporation 

. William Bernstein 
Wallace L. Chessire 
Samuel T. Tauber 
R. E. Nelson 
Brinker wv. U. 

F. Supp. 294 
John V. Rowan v. U. 
§ 9326 (April 8, 1954) 

Robert L. Osborne 


Nim Whe 


Oo 


8., 54-1 ustc { 9207, 


S., 541 vu 


(For similar earlier listing see Stanford, 


TAXES, March, 1953, at p. 231.) 


116 


STC 


Loans 
12,000 
18,000 
14,000 

1,170,000 

188,494 

250,000 

290,000 

841,552 
26,000 
50,000 
87,000 

106,000 
75,000 
44,954 
12,303 

116,000 
20,360 


Capital Stock 
$ 0 
0 
1.000 
10,000 
2,000 
200 
10,000 
187,800 
2,000 
1,000 
100 
12,000 


Ratio 
12,000/0 
18,000/0 

14/1 
29/1 
94/1 

1.250/1 

29/1 
4/1 
13/1 
50/1 
870/1 
9/1 
1,000/1 
1.3/1 
5/1 
116/1 
10/1 


$ 


io 
33,500 
2,502 
1,000 
2,000 
100,000 17,500 6/1 
100,000 


250,759 


‘*What 


9,000 
0 


11/1 
250,000/0 


Is Adequate Capitalization?"’ 
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ratio itseli or to the substantial nature of 
the amounts involved as risk capital, the 
adequacy of the capitalization appears to 
be evaluated by the amount of equity capi- 
tal reasonably needed in the particular busi- 
ness,” as well as by comparison with the 
amount and terms which could have been 
secured from commercial sources.” 

While the ratio in most of these cases is 
very extreme, and upon occasion the court 
talks as if this factor is in itself decisive,” 
without exception there are present in each 
other factors viewed by the court as point- 
ing in direction of risk capital rather than 
bona-fide indebtedness and leading it to 
conclude that the preponderance favors the 
former rather than the latter. Foremost is 
the fact that the indebtedness is held by the 
shareholders in direct proportion to their 
shareholdings, so that it is a matter of in- 
difference to them whether the distribution 
takes the form of interest on a debt or divi- 
stock.“ Frequently relied upon 
along with the factor of undercapitalization 
is the lack of adequate 
favorable terms or the 


dends on 


security, the un- 
unstable condition 
of the corporation at the time of the loan, 
as well as the speculative nature of the 
venture—all suggesting that a disinterested 
lender dealing at 
have made the loan™ 


would not 
and that there was no 
reasonable expectation of repayment, basic 


arm’s length 


© Gazette Telegraph Company, cited at foot- 
note 50; Thomas O’Neill, cited at footnote 49; 
Sam Schnitzer, cited at footnote 49; George L. 
Sogg, cited at footnote 49: R. FE. Nelson, cited 
at footnote 48; William Bernstein, cited at foot- 
note 49; Brinker v. U. S., cited at footnote 58. 
Reliance on this factor has been criticized on 
the ground that economists cannot agree on uni- 
form standards. See Semmel, article cited at 
footnote 55, at p. 215 

* Swoby Corporation, Kipsborough Realty, 
cited at footnote 47, Hrard A. Matthiessen, 
Samuel T. Tauber, cited at footnote 49; Semmel, 
article cited at footnote 55, at p. 215, points out 
difficulty of defining the so-called ‘‘informed 
outside source,’’ plus hindsight nature of in- 
quiry, suggesting a ‘‘quantitative’’ test of 
partial recognition in lieu of present total 
recognition or total nonrecognition 

® Hrard A. Mathiessen, cited at footnote 49 

6% Fdward G. Janeway, Michael Cohen, Thomas 
O’Neill, 14382 Broadway Corporation, Sam 
Schnitzer, Isidor Dobkin, George L. Sogg, Hil- 
bert L. Bair, William Bernstein, Samuel T 
Tauber, R. E. Nelson, Brinker v. U. S., all cited 
at footnotes 47-49, 58. 

6 See National Carbide Corporation v. Com- 
missioner, 49-1 ustc § 9223, 336 U. S. 422: also 
Joseph B. Thomas, Thomas O’Neill, 1432 Broad- 
way Corp., Brinker v. U. S., all cited at foot- 
notes 47, 49, 58. 

*® National Carbide Corporation v. 
sioner, cited at footnote 64. 

“6 Mullin Building Corporation, cited at foot- 
note 47 


Commis- 
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in the creditor-debtor relationship.” Of 
importance, too, has been felt to be the fact 
in some cases that the indebtedness did not 
bring any new capital into the venture “ or was 
not prompted by the needs of the business,” 
or that the funds advanced were invested 
in permanent indicating that the 
funds were-intended to be put at the risk 
of the business. 


a 6s 
assets, 


While mere formal resemblances are not 
decisive, the chances that the indebtedness 
will be given tax recognition in cases of 
thin incorporation are much reduced where 
the formal attributes are lacking, as wher: 
the advances are on open accounts and not 
evidenced by note or bond;® where there is 
no fixed maturity date; where there is no 
unconditional obligation to pay interest or 
principal,” as where the = 
limited requires 
action of the board, or no interest at all is 
called for; ™ 


nated to other creditors on liquidation,™ and 


payment of in 


terest is to earnings” or 


where the holders are subordi- 


where their rights to require payment of in- 
terest or principal presupposes prior dissolu- 
tion of ; even 


the corporation,” or where 


the advances are “donated 
on the company’s books,” or are 
as equity-invested 


referred to as 
surplus” 
included capital in its 
Nonpayment of 
the interest called for,” as well asa poor divi- 


excess profits tax return.” 


dend history, have likewise been relied upon.” 


7 Cited at footnote 60 


8% Sam Schnitzer, cited at footnote 49 cf 
Wallace L , cited at footnote 49, where 
use of advances to pay operating expenses was 
said to indicate need for additional capital 

®* Michael Cohen, Joseph B. Thomas, Thomas 
O’Neill, Sam Schnitzer, George L. Sogg, Hilbert 
L. Bair, Samuel T. Tauber, R. E. Nelson, all 
cited at footnotes 48 and 49 

7% Joseph B. Thomas, Mullin Building 
poration, Swoby Corporation, R. E. Nelson, all 
cited at footnotes 47, 48 and 49 

1 Thomas O'Neill, 1432 Broadway 
tion, Isidor Dobkin, all cited at 
and 49 

72 Thomas O’Neill, Mullin Building Corpora- 
tion, Swoby Corporation, Isidor Dobkin, R. E 
Nelson, all cited at footnotes 47, 48 and 49. Cf 
United Theaters, Inc., CCH Dee. 19,790(M), 12 
TCM 750 (1953). 

3 Erard A. Mathiessen, 
Samuel T. Tauber, R. E 
notes 48 and 49. 

7* Mullin Building Corporation, 1432 Broadway 
Corporation, Swoby Corporation, Sam Schnitzer, 
Brinker v. U. S., all cited at footnotes 47, 49 
and 58. 

% Mullin Building Corporation, 
poration, cited at footnote 47. 

7% RR. EH. Nelson, cited at footnote 48. 

77 Idem. 

*% Edward G. Janeway, Michael Cohen, Thomas 
O’ Neill, cited at footnote 49. 

7 Wallace L. Chessire, cited at footnote 49. 


Chessire 


Cor- 


Corpora- 
footnotes 47 


Joseph B. Thomas, 
Nelson, cited at foot 


Swoby Cor 
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From these decisions it is apparent that 
the so-called “thin” capitalization problem 
is only one aspect of the broad question as 
to whether shareholder advances represent 
bona-fide indebtedness or risk capital. The 
issue is, Of course, essentially a factual one: 
whether, on the one hand, the parties were 
dealing at arm’s length and had a reason- 
able expectation of being repaid, or, on the 
other hand, the amounts were merely being 
placed at the risk of the business. It is 
not always easy to reconcile conflicting 


factors pointing one way or the other.” 


Factors suggesting bona-fide indebtedness 
include, first and foremost, a reasonable 
expectation of repayment as evidenced by a 
fixed maturity date and an unconditional 
obligation to repay, with varying degrees 
of significance attached to other factors, 
such as lack of subordination to unsecured 
creditors, whether the creation of the in- 
debtedness introduced new capital into the 
business and whether its creation served a 
valid business purpose, whether the formal 
attributes of a debt are present and whether 
the corporation recognizes the indebtedness 
as such on its books and in fact pays the 
interest, and, last but not least, whether, 
in taking the indebtedness at face value, 
there is a reasonable ratio of borrowed to 
equity capital. 


hat numerous factors are at play in these 
undercapitalization decisions may be il- 
lustrated by the Matthiessen case. In that 
case, while the court suggests that that 
actor “is alone sufficient to support the 
conclusion that the money advanced by 
petitioners was at all times put at the risk 
e business as capital,” it nevertheless 
also notes he lack of adequate security 
and the unlikelihood that a disinterested 
lender would have made the initial unsecured 
loan on such a speculative venture or con 
tinued to make advances despite increasing 
deficits. Moreover, apparently no interest 


rate was specified on some of the notes 


Returning now to our two recent Tax 
Court decisions, it is not at all surprising, 
theretore, to find that in Gazette Telegraph, 
vhere the stockholder indebtedness in a 
ratio of 34% to one to capital was recognized, 


the court also found the risk capital was 
adequate to meet the requirements of the 
company's publishing business and_ that 
there were good business reasons (albeit 


largely stockholder rather than corporate 





” Cited at footnote 48 
‘* Cited at footnote 49 


Cohan v. Commissioner, 2 ustc © 489, 39 F 
(2d) 540 (CCA-2) 
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December, 


reasons) for not contributing more risk 
capital; the pro-rata feature had been de 
stroyed by later sales and transfers of the 
notes, although within the family; and that 
the failure to pay dividends was pursuant 
to requirements of the commercial lender 
and not for any interdicted Section 102 
purpose of preventing imposition of surtax 
on stockholders. Nor is it surprising to 
find that the Commissioner has acquiesced 


Likewise in the Osborne case, where the 
capital structure of an engineering partnet 
ship consisted entirely of notes to cove! 
its original acquisition of the assets from 
a predecessor partnership and subsequent 
advances from the principal partner, and 
where no stock at all was issued for five 
months and then only a single 





are, the 
situation was so extreme as to compel the 
conclusion that the shareholder advances 
were not in substance risk capital. Clear 
as it is, however, that some of the advances 
constituted risk capital and not all bona 
fide indebtedness, one may question whether, 
in lieu of a rule which requires total 
nonrecognition of the stockholder indebted 
ness as the only alternative to complet 
recognition, some reasonable allocation on 
the Cohan™ analogy for allocating expenses 
might not be more consonant with reality 
ind fairness. 


Current analysts differ widely as to the 
impact of the decisions on. the extent of risk 
involved in thin capitalization. One,” only 
a few months ago, concludes from an analysis 
of the decided cases that thin incorporation 
has resulted only in a disallowance of the 


interest deduction or in the deduction of a 


business bad debt by the shareholders on 
failure of the corporation; but that under 
capitalization has not thus far prevented 
the tax-free withdrawal of cash by the 
shareholder-creditor in repayment of tl 
advances. On his assumption that suc 
right of withdrawing repayments as a tax 
free return of capital is, after all, the 
primary advantage of debt over equity capi 
tal in these situations, he insists that the 
thinly organized corporation should not vet 
be discarded as a tax-saving device, unless 
the principal aim is to obtain a business 
bad debt or an interest deduction 


Without conceding the correctness of 
that expert’s conclusion that undercapitali 
zation has not prevented the tax-free repay 
nent of loans™ or his enthusiastic portrayal 














“* Joseph Rabin, Fat Advantages of Thin 
Incorporation,’’ TAXEs, July, 1954, p. 572 

“See R. BE. Nelson, cited at footnote 48. Cf 
George C. Houck, Jr. v. Hinds, cited at foot- 
note 52 
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of the continuing “fat” advantages of thin 


incorporation, others have urged caution in 
this field.” The 


stakes can be high, since 


nonrecognition of the indebtedness can cut a 
wide path in the tax field. On the assump 
tion that the transaction cannot be reversed 
once the indebtedness is denied recognition, 
that the loan be re 

paid in installments so that the character of 
the repayment can be 


it has been suggested 
determined 
before too large a potential liability has been 
incurred.” Generally, 
found inadequate, the 
remedied tor the 
debt 


contribution of the 


officially 


) 
however, if original 


capital 1s stituation 
may be future 


stock-fo1 recapitalization or even a 


advances to capital.” 
r precaution, in addition to a debt 
more than 3 


t 
t 
case, it as | 


o one approved 
veen suggested ™ 
made not 

stockholding 


guarantes 


vances be 


portion 
} 


1 
hn to I 


and that the stock 


holders 


a commercial loan rather 
than making advances directly 
Da Where the 


ver, it 1s 


to the corpo- 


advances must be direct, 


: 1 ’ 1 
urged that the ioans De 


rmalized with a fixed maturity date and 


interest called for be in fact paid.” 
er counsel 


would appear consistent 


e analysis of the present writer as to 


imulative part which undercapitaliza 


deter- 
nition is to 


indebtedness. As 


in the over-all 


whether tax cog 


tion properly plays 
munation ot 
he accorded shareholder 
Carl E 
talization?’’ 
O. Kramer Tax 
Equity Capital 


Stanford 


What Is Adequate Cap- 
TAXES 


March, 1953, p. 231; Jay 
Consequences of Inadequate 
The Thin Corporation,’ 96 
Journal of Accountancy 449 (October, 1953); 
Richard Kilcullen Tax Implications of Stock- 
holder Loans to and from Corporations,’’ Pro- 
ceedings of the York University Eleventh 
innual Federal Taxation (1953), 
pp. 459 and following: Charles L. B 
Lowndes Taxing the Income of the Clos« 
Corporation 18 Law and Contemporary Prob- 
lems 558 (Autumn, 1953); Myron Semmel, work 
cited at footnote 55; Schlesinger, ‘‘Thin Incor- 
oration: Income Tax Advantages and Pitfalls,"’ 
61 Harvard Law Review 50 (1947): First How 
to Handle Bad Debts and Cancellation of 
Debts.'’ Proceedings of the New York Uni- 
versity Fighth Annual Institute on Federal Tar- 
ation (1950), p. 475; Bryson ‘‘Stockholder Loans 
Thin’ Capitalizations Proceedings of the 
Vew York University EFighth Annual Institute 
on Federal (1950), p. 732: Avers 
Risk of Masquerading as Funded Debt 
n Closely Held Corporations,’’ 
the New York University Seventh Annual In- 
stitute on Federal Taxation (1949), p. 1120; 
Brown ‘Payment on Indebtedness to Stock- 
holders: Interest or Dividends?’’ Proceedings of 
the New York University Seventh Annual In- 
stitute on Federal Taxation (1949), p. 615; 
Kaufman Income Tax Consequences of Cor- 
porate Debentures,"’ Proceedings of the New 
York University Seventh Annual Institute on 


New 
Institute on 


Taxation 
Equity 


Proceedings of 


Seventh Annual Federal Tax Conference 


the Supreme Court observed in the Kelley 
case: “Tax liability should depend upon the 
subtle refinements of corporate finance no 
more than it does upon the niceties of con 
vevancing. Sheer technicalities should have 
no more weight to control federal tax con- 
sequences in one instance than in the other. 
The taxing statute draws the line broadly 
between ‘interest’ and ‘dividend.’ 

would claim the 
bring himself 
which 
lone when the usual 


This re- 
interest 
within 
That 
between 
that 
point equally in 


quires one who 


deduction to 


t} 
tl 


clearly 
intended. 
1eNpos 
obliterated 


ie class for it was 
is not 


bonds 


they 


and stock are so 


become invisible or 


both directions at the same time 


he dividend received credit 
viduals under the 1954 Code 


teresting twist on this problem, and writers 


given indi- 


puts an in 


have lost no time in speculating on whether 
Code 


financing more attractive 


the new may not make 


now 


equity 


Step Transactions 
\ basi 


porate adjustments is whether, in assessing 


the tax 


consideration 1 the field of cor 


consequences Of a se i ol closely 
related transactions, each of several 


“Steps” should be viewed 


egrated whole; for 


1 
separately or as 


int 


i xample , where 


a sale or liquidation accompanies or follows 


closely upon an exchange,” where an ex- 


Federal Taxation (1949), p. 1016; Carson 
lations Between the Corporation and Its Stock 
holders,’’ TAXES, July, 1952, pp. 551, 557 
Kilcullen, article cited at footnote 85 
‘Such remedies would of course be unavail- 
ing where the excess profits tax credit turns on 
original capital, an historical concept 
“Kramer, article cited at footnote 8&5 
* To the same effect see Stanford, article 
cited at footnote 85, p. 235. Significantly, too, a 
similar conclusion is reached by the draftsmen 
of the American Law Institute 
Cohen, Surrey, ete article 
216, p. 29 
Cited at footnote 55, at p. 534 
Seidman What the Proposed Tax 
on Dividends Means,"’ 179 
nancial Chronicle 


“Re 


recodification 
cited at footnote 


Credit 
Commercial & Fi- 
12 (February 11, 1954) 

The question arises, for example, in deter- 
mining whether the transferor was in control 
immediately after’’ the transfer for purposes 
of old Sec. 112(b)(5) and See. 112(g)(1)(D) 
See Cohn, ‘“‘What Is Meant by ‘Control Imme- 
diately After the Transfer’ in the Tax-Free 
Reorganization and Exchange Provisions?’’ Pro 
ceedings of the New York University Eighth 
Annual Institute on Federal Taxation (1949) 
p. 129, and see Mintz and Plumb’s compre- 
hensive article on the whole subject “Step 
Transactions in Corporate Reorganizations,"’ 
Proceedings of the New York University 
Twelfth Annual Institute on Federal Taxation 
(1954), pp. 247, 253-256 
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are combined,” or a 
liquidation is followed by a reincorpora- 
tion,” or, in more complex situations, where 
there is a whole series of transactions by 
way of sale, liquidation, merger or exchange.” 
Most frequently it is the government which 
has urged such integration of closely related 
transactions, chiefly on the ground of pre- 
cluding tax avoidance;” although upon 
occasion a taxpayer has (not altogether 
without success) urged that the separate steps 
should be integrated.” 


change and a sale 


Various criteria have been developed for 
the purpose of ascertaining when a trans- 
action should be viewed in its 
components and when as an _ integrated 
test that of the intention 
of the parties, a test which courts have not 
hesitated to disregard when convenient on 
the theory that “The motive of the stockholders 
is immaterial.” Another is the “net effect” 
or “end result” test, as where an acquisition 


separate 


whole. is 


One 


of stock followed by a liquidation is treated 
as a purchase of assets, on the theory that 
that was the net effect of the transaction.” 
One criterion, always pertinent but seldom 
in itself controlling, is the time interval be- 
tween the steps. Still another test looks 
to whether the steps were so interdependent 
that legal relationships created by one trans- 
action would have been fruitless without the 
completion of the series. 

Tax analysts have endeavored to deter- 
mine the extent to which one or more of 


% This arose under clause (A) of the reorgani- 
zation definition in force prior to 1934 and is of 
importance today principally as to the basis 
question: Sec. 113(a)(12); new Sec. 1052(a) 
For example, where X acquires all the stock 
of Y in exchange for its own stock and cash 
which go to its stockholders; (1) if viewed as 
a single exchange, stockholders’ gain is taxable 
to full amount of cash boot but (2) if viewed 
as exchange of only majority of stock of Y for 
stock of X, plus sale of remaining stock of Y 
for cash, gain is realized only on latter sale 

*“ To be discussed below. 

*% Franklin E. Reagan v. Gunn (DC, Mo 
2, 1954) (unpublished decision). 

" Higgins v. Smith, 40-1 ust 
173, 477, suggesting that a taxpayer might be 
bound by the form of his transaction though 
the Commissioner might disregard it; Lyon Inc 
v. Commissioner, 42-1 ustc {§ 9418, 127 F. (2d) 
210 (CCA-6); Royal Marcher, CCH Dec. 8887, 
32 BTA 76 (1935) 

* Louis W. Gunby, 
§ 9550, 122 F. (2d) 203 (CA of D. C.) 
*% Survaunt v. Commissioner, 47-2 ustc 

162 F. (2d) 753 (CCA-8). 

*” Commissioner v. Ashland Oil and Refining 
Company, 38-2 vustc 9580, 99 F. (2d) 588 
(CCA-6), cert. den., 306 U. S. 661 (1939); Von’s 
Investment Company v. Commissioner, 37-2 
ustc { 9560, 92 F. (2d) 861, 863; Minnesota Tea 
Company v. Helvering, 38-1 vustc 9050, 302 
U. S. 609, 613 
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© 9160, 308 U. S 


Inc. v. Helvering, 41-2 


UsT« 


§ 9344, 


these tests or criteria may have been con- 
trolling in the more common types of situa- 
tion presenting the step-transaction problem, 
but generally they have concluded that there 
is no universal test.™ 

The problem has arisen most frequently, 
perhaps, under the old Sections 112(b)(5), 
112(¢)(1)(D), 113(a)(7) and 113(a)(8) and 
their predecessors, in determining whether 
the transferor “in control immediately 
after the transfer,” where the stock ac- 
quired is subsequently disposed of. Whether 
“momentary control” in the transfer will 
suffice will depend upon whether this latter 
step of sale is to be viewed as part of the 
initial exchange.” Another variation of the 
problem is that of determining whether an 
exchange of all the stock of one company 
for stock and cash of another should be 
divided into an exchange and a cash sale, 
with the resulting difference in the amount 
of gain realized by the latter company’s 
stockholders.™ Still another is whether the 
issuance of stock for cash, followed by 
reciprocal use of the cash to purchase prop- 
erty from the stockholder is in reality an 
exchange of property for stock, and hence 
within the nonrecognition provisions.” The 
converse is to determine whether an acquisi- 
tion of property nominally for stock is in 
reality a cash sale where the stock is im- 
mediately redeemed for cash.” Another 
situation is that of determining who is the 
“transferor” for purposes of old 


1S 


Section 





December, 


1 Love v. Commissioner, 40-2 ust 
F. (2d) 236 (CCA-3); Charles R. 
Dec. 19,533, 19 TC 1123 (1953) 
Douglas, CCH Dec. 10,067, 37 BTA 1122 (1938), 
where steps five years apart were integrated 
and Hendricksen v. Braicks, 43-2 ustc { 9582 
137 F. (2d) 632 (CCA-9), where steps one-half 
hour apart were not. See also Bruce v. Helver- 
ing, 35-1 ustc { 9166, 76 F. (2d) 442 (CA of 
BD. ©). 

m American Bantam Car Company, CCH Dec 
16,601, 11 TC 397 (1948), aff'd 49-2 ustc § 9471 
177 F. (2d) 513 (CA-3), cert. den., 339 U. S. 920 
(19£0); ACF Brill Motors Company, CCH Dec 
17,499, 14 TC 263 (1950), aff'd, 51-1 ustc § 66,014 
189 F. (2d) 704 (CA-3); Paul & Zimet, ‘‘Step 
Transactions,"’ in Selected Studies in Federal 
Taxation (2d Series, 1938), p. 200. 

2 Mintz and Plumb, cited at footnote 92, at 
p. 252: Gutkin, ‘‘Step Transactions,’’ Proceed- 
ings of the New York University Ninth Annual 
Institute on Federal Taxation (1951), pp. 1219 
1234; Shearer, *‘Taxable Transfers of Corporate 
Businesses,"" TAXES, December, 1953, p. 1033 

8 Cited at footnote 92. See Rapp, ‘Thirty 
Years of Sec. 112(b)(5); Can Any Conclusions 
Be Drawn?" Proceedings of the New York Uni- 
versity Tenth Annual Institute on Federal Tazxa- 
tion (1952), p. 1181 

m™ Cited at footnote 93. 

5 A. C, Burton & Company v. Commissioner, 
51-2 uste § 66,017, 190 F. (2d) 115 (CA-5). 

6 Bricsson Screw Machine Products 
pany, Inc., CCH Dec. 17,630, 14 TC 
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“Tax liability should depend upon 

the subtle refinements of corporate 
finance no more than it does upon 
the niceties of conveyancing. Sheer 
technicalities should have no more 
weight to control federal tax 
consequences in one instance than in 
the other.’'—John Kelley Company v. 
Commissioner, 326 U. S. 521. 


112(g)(1)(D) where the property passes 
between the corporations through a conduit 
—such as a liquidating trustee, stockholders’ 
or bondholders’ committee—a problem which 
we shall presently 
ing the continuing problem of continuity 
of interest. Other problems include the 
variety of transactions whereby a corpora- 
tion, desiring to acquire some but not all of 
the assets of another corporation, seeks to 
bring itself within, or upon occasion to 
escape from, the nonrecognition provisions.” 
One variation of this problem we shall cover 
presently in our discussion of the problem 
of liquidation followed by reincorporation. 


consider in discuss- 


A number of special aspects of this prob- 
lem have received specific treatment in the 
1954 Code. Among these is the Court Hold- 
ing Company problem as to whether a corpo- 
ration will incur a tax on the sale of its 
assets where it completely liquidates before 
the sale is consummated.” Another is the 
Kimbell-Diamond Milling situation as_ to 
when the acquisition by a corporation of all 
the stock of another corporation, followed 
by the latter’s complete liquidation, will 
give the acquiring corporation the cost of 
the stock as the basis for the assets, rather 
than the subsidiary’s basis.” Still another 
is the Chamberlin problem of a preferred 
stock bail-out, followed by sale or redemp- 
tion of the stock in accord with a prear- 
ranged plan.’ Outside of limited areas 
such as these, however, recent decisions re- 
mind us that the step-transaction problem is 
still very much with us. 


7 One common example arises in efforts to 


satisfy the ‘‘substantially all’’ requirement of 
the (C) definition of a reorganization (Helver- 
ing v. Elkhorn Coal Company, 38-1 vustc { 9238, 
95 F. (2d) 732 (CCA-4), cert. den., 305 U. S. 605 
(1938) ). 

18 Cited at footnotes 15 and 16, Code Sec. 337. 
Note, however, that statutory provision is lim- 
ited to complete liquidations. 

10 Cited at footnote 21. Sec. 334 

10 Cited at footnote 20. Sec. 306. 

111 Cited at footnote 52. 

12 Cf. Morley Cypress Trust, CCH Dec. 13,689, 
3 TC 84 (1944), acq., 1944 CB 20, where dis- 
covered oil after liquidation was under way and 


Seventh Annual Federal Tax Conference 


In George C. Houck,” in which the Tenth 
Circuit only a few months ago affirmed the 
decision of the district court in the govern- 
ment’s favor, Mosteller organized a 
corporation to acquire, in exchange for its 
notes payable within the year, the assets of 
a going partnership which he believed he 
could resell at a profit. Seventeen days 
later, upon discovering that resale of the 
assets could not be successfully engineered, 
Mosteller arranged to sell the stock of the 
purchasing corporation back to the original 
partners in the same proportion as they had 
shared the original partnership. The Tenth 
Circuit agreed that since the original pur- 
pose of the formation of the corporation 
(that is, sale of the stock or assets by 
Mosteller to third parties) was abandoned 
and the corporate stock was transferred back 
to the partners in-exact proportion to their in 
terest in the partnership, the net effect of the 
transaction was a tax-free transfer of the part 


one 


nership assets to a controlled corporation with 
in the nonrecognition provisions of old Section 
112(b)(5). The resultant treatment of the 
notes as stock led the court to view their 
purported repayment later in the year as 
a taxable distribution out of available earn- 
ings and profits, rather than part payment 
in repurchase of the firm 
payers had urged 


assets, as tax- 


This appears to be a situation in which 
neither the original intention nor mutual 
interdependence test would prove particu- 
larly helpful, but in which the court, in- 
fluenced no doubt in part by the proximity 
of the steps in time, appears to have applied 
the “end result” test in requiring integra- 
tion.” Closely 


related is the problem of 
liquidation 


followed by reincorporation 
where the steps are not, as here, fortuitous, 
but part of a prearranged plan. This situa- 
tion will call for special consideration. 


The Commissioner’s recent acquiescence 
in the Distributors Finance Corporation 
case, decided by the Tax Court about a 
vear ago, calls to mind another variation of 
decided to reorganize; held still a reorganiza 
tion though not part of original plan, as merely 
incidental to liquidation. Cf. ; 
Becher, Dec. 
(19*4) 

13 CCH Dec. 19,798, 20 TC 768, acq., I. R. B. 
1954-33, 4. See First, ‘‘Use of Corporate Funds 
to Buy Out Shareholders-Acquisitions by Third 
Parties,’’ Proceedings of the New York Uni- 
versity Twelfth Annual Institute on Federal 
Taxation (1954), pp. 191, 199; Atlas, ‘‘Buying 
Stock to Get Assets or Caveat Emptor and 
Venditor,’’ Proceedings of the New York Uni- 
versity Twelfth Annual Institute on Federal 
Taration (1954), pp. 1029, 1035 


also Ernest 


CCH 20,466, 22 TC , we. Ti2 
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the problem There the pur- 
chasers desired to acquire operating assets, 
but not the 


change for 


prospective 
cash, of a corporation in ex- 
Upon tax advice 
purchased the stock of the company, 
newly 
formed corporation for debentures and pro 


debentures. 
they 
had it sell its operating assets to a 
ceeded to liquidate the original corporation 
Section 112(b)(6) Che 
argued that the latter 


plicable 


1 
unde government 
inap- 


liquidation was merely one 


section was 

SINCE 

integrated transaction under 

the stock acquired with t 

il intention of ultimate complete lqui 
hat the should, 


be viewed 1n its entirety as a purchase 


in a single 


Was l 


! 
] 
kk 


transaction 


ts at an advantageous price 


Court, while conceding the 


government’s step-transaction 


authorities in an denied 
that 
a finding that 


plan as orig 


appropriate case, 


their applicability here on the ground 
the record would not support 
liquidation part of the 


inally formulate d, freely 


was 
recognizing, how 
result of its 
substantial amount of 
litte between the 
the operating 


ever, that as a 


holding, a 
realized gain (in the 
rence fair market value ot 
assets and the cost of the 
stock) would 
However “startling” 
might be, he 


had no 


subsidiary’s escape tax 
and unintended 
ywever, the 
under the clear 
112(b)(6) in the 
a showing that liquidation was 
part of the 


tor- 
evel 
such a result 
felt it 
language of old 


court 

alternative 
Section 

absence of 


an integral 


Kanawha 


cently decided adversely 


by the 


plan 


Gas & Utilities Company,™ re- 


to the government 


Fifth Circuit, was again a purchase 


of stocks in order to acquire operating 


454-2 ustc § 9508, 214 F 
Dec. 19.501, 19 TC 1017 
apply for certiorari.) 
15 Now covered in 1954 Code, Sec. 334, S 
tept. cited at footnote 14, at pp. 48, 254 and 257 
For other variations of the step-transaction 
problem in the purchase of stock to acquire 
assets see Western Wine & Liquor Company, 
CCH Dec. 19,207, 18 TC 1099. Government ap- 
peal dismissed on Commissioner's motion, 205 
F. (2d) 420, and Charles A. Clark, CCH Dec 
19,247, 19 TC 48, where whiskey stock is pur- 
chased by a liquor dealer in order to receive 
dividend in kind of whiskey in short supply 
following which stock is sold at a loss Tax 
Court rejects Commissioner's view that stock 
loss is capital loss, holding cost of stock is 
additional cost of the liquor. See Sec. 337 of 
1954 Code covering corporation’s side of this 
under certain circumstances See also H. B 
Snively, CCH Dec. 19,458, 19 TC 850 (govern- 
ment appeal withdrawn), where purchased all 
stock of a corporation to get its assets and six 
months later liquidated the subsidiary, in a 
year to which old See. 112(b)(6) did not apply: 
it was held the liquidation was not taxable be 
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(2d) 685, rev'g CCH 
(Government will not 


assets, but in contrast to Aimbell-Diamond,” 
the cost of the than 
there 


subsidiaries 


stock was not lower 
the transferor 
but higher. 


were 


company's basis, as 
Within a year the 
liquidated and 
The taxpayer 


some of their 


assets 


sold. succeeded in using its 


basis on the familiar form-sub 


higher cost 
stance authorities on the ground that stocks 
were acquired solely as a means of acquiring 
the physical assets 

W hile the 1954 
different result where tl 
within a 


meets the 


Code now assures 
ie liquidation occurs 
period 


Irie chanical 


two-yeat and otherwis¢ 
requirements Of Sec 
tion 334, query 


Does the problem not persist 


where the liquidation is not of an 80 per 


cent owned subsidiary or where the final 


step in acquisition of the iS ae 
complished not by liquidation but by a1 
upstairs or downstairs merger? * 


Reincorporation 


An interesting variati 
problem 


n of the step-trans- 


action 


occurs where a 


complete 
liquidation is combined with a reincorpora- 
tion, using substantially the 
Possible objectives 


liquidate out 


Samic 
include the 


certain assets 


assets 
desire te 
from the risk 
of the business at capital gain rates or the 
hope of realizing a tax loss. Under such 
urge that 
and in substance 
reorganization, while the 
taxpayer, as infrequently happens, may rely 


on the torm of the 


situations, the government may 
integrated 


constitute a single 


the ste ps are 


transaction to escape the 
tax consequences of a 
Such 


reorganization.* 


adverse consequences to the parties 


t 


might include (1) disallowance of the 


claimed loss on the alleged total liquidation; 


cause under Ashland Oil the purchase and 
liquidation constituted a_ single transaction 
namely, a nontaxable purchase of assets. The 
Tax Court recognizes no duty of consistency 
on the two sides of such a transaction. Thus 
it has held that the purchaser bought assets 
(Texas Bank & Trust Company of Dallas, CCH 
Dec. 19,694(M)), 12 TCM 588 (1943) (Commis- 
sioner’s appeal to Fifth Circuit dismissed on 
joint stipulation May 1, 1954), even though it 
had previously held transferor corporation did 
not sell assets, but its stockholders had sold 
stock (Dallas Downtown Development Company, 
CCH Dec. 16,777, 12 TC 114, acq., 1950-1 CB 2); 
but note that Texas Bank was also a transferee 
in the Dallas case. See also Pressed Steel Car 
Company, CCH Dec. 19,616, 20 TC . No. 24 
(1953), and compare Armored Tank Corporation 

’. ¥Y.), CCH Dec, 16,633, 11 TC 644, acq., 1949-1 
CB 1 See Atlas article cited at footnote 113 
at p. 1043 

m7 Cf. John V. Rowan v. U. S., cited at foot- 
note 58, where taxpayer tries to recapitalize 
and government urges it is really a liquidation 
for lack of business purpose 
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under 
the extent of 
profits; (3) 


ordinary 
112(c)(2), to 
and 


(2) realization of income 
! 
! 


old Section 


available earnings failure 
of the new corporation to acquire a stepped 
up basis: (4) the carry-over of the old 


corporation’s earnings and profits; 


and (5) 
disallowance of an immediate deduction for 
expenses of the transaction, as constituting 
capitalizabl 


expenses ot incorporation 


deductible expenses of total 


lax Court decisions, one ap- 
er disapproving, of integration 
steps into a single reorgani- 
the tax consequences 
the continuin 


ting 


: there- 
in the 
pur- 
and 


ly liquidate its remain- 


shares a 


previously agreed upon 


itv stockhold 


a new 
ld t Ww corp t 1 liquid 

old to a new corporation and liquidation 

of the old company after the 


in business 


company, transter Of assets trom 


new one Was 


all indicated a master plan of 


rganiz: n rather than a mere liquida- 


old corporation. In requiring 


integration ot these steps, the court stressed 


their closeness in time and observed that 


“synchronization of these transactions 1s 


something more than a mere coincidence. 


It appears to us as a plan of reorganiza- 
tion,” and that the liquidation was part of 


Thus viewed, it was regarded as 
some of the 


| | 
the plan 


the transter of assets of the 


corporation to the new with petitioner’s 


stockholders retaining requisite control so 


‘For other dangers see Beck, ‘‘Problems in 
Liquidation of a Corporation and Continuation 
of the Business,"’ Proceedings of the New York 
University Tenth Annual Institute on Federal 
Taxation (1952), pp. 1207, 1223 He suggests 
alternative courses such as a partnership with 
new capital, so as to avoid the Sec. 115(g) 
problem. See Blum, ‘‘Changing from a Corpo- 
ration to a Partnership.’’ TAXxeEs, December, 
1180 Cf. Corporation held to realize 
income earned despite its liquidation before 
actual payment Rev. Rul. 255, 1953-2 CB 10, 
citing Jud Plumbing and Heating, Inc., CCH 
Dec. 14,573, 5 TC 127, aff'd, 46-1 uste § 9177, 153 


1950, p 
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as to constitute 
meaning of old 
this 
jority 


a reorganization within the 
112(g)(1)(D). On 
received by the ma 
held 
“essentially equivalent” to a dividend under 
Section 115(2), was viewed under the Com 
missioner’s alternative theory as “boot” un 
der Section 112(c)(1), “effect 
ordinary purposes of 
the available 
earned surplus and the absence of dividend 
paying 


Section 
theory, the cash 
lieu of 


stockholders, in being 


having the 
dividend” for 
112(c)(2), in view of 


oT an 


section 


history, combined with the t: 


payer’s control of both companies.” 


only a few 


R. Mathis, Jr 


as no 


nine months after 


corporation, the business wi 


din Florida by majority stockholders 


received in 
vovernment 
liquidation, followed by 
constituted a reorganiza 
the new <¢ 


had in 
accumulated earnings of the old 


ompany 


‘ourt, while 
e of the 
authorities im 


conceding the 
government’s step- 

appropriate Cases, 
that 
steps in one 


the taxpayer on the ground 
transactions were not 
preconceived plan 
that the old company was dissolved 
purpose only, to do away with an 
corporation and resultant Ala- 


since most of the operations 


stressing 1ts 
inding 
tor one 


Alabama 


bama taxes, 


were in Florida; and that the reincorpora 
tion some nine months later 
and independent transaction. 


Liddon case, the 


Was a separate 
As in the late 
court places emphasis on 
the time interval, here much longer, but in 
addition stresses the independent business 
purpose for the prior liquidation. The Com- 
missioner has just announced his acquiescence 


What 


on whether 


factors determinative 


steps will be 
reorganization? In the 


seem to be 
such a series of 
integrated into a 
F. (2d) 681 (CCA-5); Standard Paving Com- 
pany, CCH Dec. 17,204, 13 TC 425, aff'd, 51-2 
ustc § 9376, 190 F. (2d) 330 (CA-10); see also 
Montana Power Company v. U. S8., 54-2 ust 
"©9515 (N. J., 1954), for a related and novel 
situation in which taxpayer was held stuck 
with his own reorganization 
1% CCH Dec. 20,559, 22 TC . No. 1&0 (1954) 
The ‘‘automatic dividend’’ construction of 
Sec. 112(c)(2) in the Bedford and Lewis de- 
cisions is criticized in Wittenstein, ‘Boot 
Distributions and Sec. 112(c)(2): A Re-examina- 
tion,’’ 8 Tax Law Review 63 (1952) 
19 TC 1123, aeq., 1953-2 CB 5 
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leading cases upholding integration, Estate 
of John B. Lewis, Richard H. Survaunt,™ 
R. C. Love,“ among others, supporting 
factors (at times expressly commented upon 
in the decisions and at times implicit in 
them) have been, in general, the closely held 
character of the old and new corporations 
with a continuation of substantially the 
same business, without interruption and 
without change in the proportionate in- 
terests of the shareholders, combined with 
an integrated over-all plan, in which the 
steps have followed in close temporal se- 
quence, generally by a transfer of the oper- 
ating assets directly from the old to the 
new company. Not to preclude integration 
in such cases have been held to be the facts: 
that the new company is not engaged in the 
same business as the old; that the stock 
holders acted as the conduit for the delivery 
of the assets; that there was a partial 
alteration in the derivative interests; that 
the amount of property transferred to the 
new company was not substantial; that the 
plan itself was not formally reduced to 
writing; or even that the stockholders 
had a personal—as opposed to a corporate 
—reason for the arrangement.’ 

Held indispensable, though, in its Lewis 
decision by the First Circuit in such cases 
(even where all factors otherwise point to 
an integrated plan) is the independent re- 
quirement of “business purpose” of the 
Gregory case.” That court concedes that 
“to seek to differentiate between ‘corporate 
purpose’ and ‘shareholder purpose’ is un- 
realistic and impractical, particularly with 
respect to closely held corporations.” The 
“mere fact that the business is continued,” 


30 


the court feels, does not satisfy the test. 
“The controlling said to be 
rather that the “basic element of the plan 
was the continuance of the... business in 
the corporate shell of the new company 
with the gain (were it not for the ‘boot’) not 
122 Estate John B. Lewis v. 
47-1 ustc § 9215, 160 F. 
and rem'g CCH Dec. 
ustc { 9377, 176 F. 
16,433, 10 TC 1080 

23 Cited at footnote 98 

24 Cited at footnote 100. 

2% Ernest Becher, cited at footnote 
ef. Standard Realization Company, CCH Dec. 
16,631, 10 TC 708 (1948), acq., 1948-2 CB 3, 
where immediate liquidation of the new com- 
pany was held to show it was part of an over-all 
plan of liquidation 

26 Richard H. Survaunt, 
TC 665, cited at footnote 98. 

127 Richard H. Survaunt, cited at footnote 126 

28 Estate of John B. Lewis, 6 TC 455, 460, 
cited at footnote 122; Richard H. Survaunt, 
cited at footnote 126 
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factor” is 


Commissioner, 
(2d) 839 (CCA-1), rev’g 
15,029, 6 TC 455: and 49-2 
(2d) 646, aff'g “CH Dec 


112. But 


CCH Dec. 14,726, 5 


having sufficiently crystallized for recogni- 
tion because the collective interests of the 
shareholders ‘still remain in solution’.” ™ 


It is not too clear from this language 
what is meant to be the court’s touchstone 
of business purpose, whether emphasis is 
laid on the finding that continuance of the 
business is intended as the “basic” or 
principal element in the plan, or on the mere 
fact that, viewed as a whole and despite 
shareholder motives to escape the unfavor- 
able tax consequences of a partial liquida- 
tion, the steps were necessitated by “reasons 
germane to the continuance of the busi- 
ness.” Possibly emphasis is on the fact 
that the net effect to be accomplished was 
a reorganization, achieved in part by a par- 
tial rather than a complete liquidation.” 


which the courts have balked 
at integrating the liquidation and reincorpo- 
ration steps into a single reorganization (as 
illustrated chiefly by Braicks v. Hendrick- 
son, and more recently Arcade Company)™ 
have, in general, involved widely held cor- 
porations, with the transfer of operating 
assets not directly from the old to the new 
corporation but first to the old stock- 
holders or liquidating trustees by way of 
liquidation and by them to the new corpo- 
ration. 


Cases in 


In disregarding the existence of a 
unified plan (conceived in advance on ad- 
vice of tax counsel), temporal propinquity 
of steps, continuation of the same _ busi- 
ness without change in the proportionate 
interests of the shareholders, 
point as the determinative factor to the 
“break in the continuity” (as evidenced by 
testimony that the old shareholders had a 
“freedom of 


these cases 


choice” as to whether they 
would contribute their respective shares of 
the liquidated assets to the continuing ven- 
ture or elect to be paid off) the fact that 
there were no negotiations between the old 
and the new company and the fact that the 





29 Richard H. Survaunt, cited at footnote 126; 
Estate Elise W. Hill, 10 TC 1090, 1095 (1948). 

180 Cited at footnote 122. For a discussion of 
this aspect of the problem see: McCaffrey, 
‘**Business Purpose’—or ‘Business Continua- 
tion,’ '’ TAXES, March, 1952, p. 187; Witten- 
stein, cited at footnote 120; Bittker, ‘‘What Is 
‘Business Purpose’ in Reorganizations?’’ Pro- 
ceedings of New York University Eighth An- 
nual Institute on Federal Taxation (1950), 
p. 134 

1 Cited at footnote 122, 

2 Cf. Bazley v. 
9373, 331 U. S. 737 

133 43-2 ustc § 9582, 137 F. (2d) 632 (CCA-9) 

1453-1 ustc 79298, 203 F. (2d) 230 (CA-6) 
aff’'g 51-1 ustc { 9324, 97 F. Supp. 412, cert. den 

J. S. 828 (1953) 


176 F. (2d) 646, 
Commissioner, 47-2 


650 


USsT« 
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new company voted to engage in the same 
business as the old. 

On the basis of a claimed conflict in 
principle or approach between these two 
lines of cases, the government sought certi- 
orari to the Supreme Court in the Arcade 
Company case, but its petition was denied last 
October.™ 


In seeking to appraise, in the light of 
these apparently controlling principles, the 
two recent decisions in this field just dis- 
cussed, we find that in Liddon, where the 
steps were integrated on the authority of 
Lewis, the ownership of both companies was 
closely held and the steps proceeded ac- 
cording to a prearranged plan, in close 
temporal sequence, there being no question 
of the 
and the operating assets in any event being 
transferred directly from the old to the new 
company. In Mathis, on the other hand, 
where integration even though 
the stock was closely held, the court 
the nine-month time interval be- 
tween dissolution and reincorporation (dur- 
ing which 


stockholders’ “freedom of choice,” 


Was denied 


stresses 


full control of the assets was in 
the trustees), as well as the independent 
purpose behind the liquidation, namely to 
get the company out of Alabama because of 
Held not the 


41 the new corporation’s tax re 


state taxes 


controlling was 


Statement 
turn admitting that it was an “outgrowth, 


iit ntinn 1 r re re 1 i 
esult, continuation or reorganization of a 


Tot busine ss.” 
\s one ground for urging 
ide Company, the 


certiorari in 
government pointed to 
decision 


ix avoidance potential of the 


-h a transaction, which otherwise 


he statutory requirements of a 
altered 
e simple expedient of having the stock- 
the old 
title to the 


transferring the 


nontaxable reorganization, may be 
by th 


holders of company temporarily 


take corporate assets before 


property to the new corpo 


ration.” Other means of escaping integra- 


tion which have been include 


contribution of 


suggested 
delay in reincorporation; 
substantially less than all of the physical 
assets to the new corporation; a change in 
the stockholding that of the 
corporation, as well as making sure 


that the assets withheld from the new corpora- 


ratio trom 


prior 


tion are not merely cash roughly equiva- 


lent to the prior surplus.” 


The ordinarily 


heavy tax consequences of a holding that 
the steps constitute a single reorganization 
put a high premium on escape from the rule 
of integration in such cases. 


With some apprehension, a provision was 
originally inserted in H. R. 8300 this year,™ 
calling for the result of the Lewis 
requiring integration of the steps unless it 
could be established that such transactions 


case, 


did not have as one of their principal pur- 
poses the avoidance of tax on 
distribution of property 


corporate 
that is, the 
version of ordinary income into capital gain. 
Under this provision the transferor’s basis 


con- 


and earnings and profits would carry over. 


The provision was deleted before final pas- 
sage, however, according to the 
Committee, it “gave rise to 
certain technical problems” and in the “be- 
lief that, at the present time, the 
possibility of tax avoidance in this area is 
not sufficiently 


statutory 


because 
Conference 


serious to require a special 
believed,” the 
House managers continued, “that this pos- 
sibility can appropriately be disposed of by 
judicial decision or by 
the framework of the 


the bill.” 


provisions in 


provision. It is 


within 
provisions of 


regulation, 
other 
Query: Do not the liberalized 
the (D) definition of a re- 
under Section 368(a) of the 
1954 Code and the elimination of the “pro- 
portionate interest” requirement of old 
112(b) (5) 351) give 
even greater force to the Lewts line of cases 


organization 


Section (now Section 


than before; and may not recent decisions 
which have passed over the Lewis issue and 
turned on lack of requisite control,’ for the 
future, have to meet the Lewis issue squarely? 
The finance committee itself notes that Sec- 
tion 381, dealing with carry-over of earnings 
and profits other specified 


“makes it more difficult to escape 


and items, 


the tax 
consequences by and 


liquidation reincor 


poration.” ™ 


“Essentially Equivalent’ 


The 1954 Code seeks to obviate much of 
the uncertainty in the law as to when a 
stock redemption, with gain to the share- 
holder normally capital gan 


treatment, is to be regarded as “essentially 


being given 


equivalent” to a dividend, taxable to him as 
ordinary income to the extent of available 





Cited at footnote 134. 
86 Petition, p. 16 
7 See Jay O. Kramer, 
rate Liquidation,’’ Proceedings of New York 
University Eleventh Annual Institute on Fed- 
eral Taxation (1953), pp. 491, 502. 


“Problems of Corpo- 


Seventh Annual Federal Tax Conference 


138 Sec, 357. 
1% H. Rept. 
Cong., 2d Sess., p. 41. 
4 Austin Transit, 
TC 849 (1953) 
11S. Rept 


2543 (Conference Report), 83d 


Inc., CCH Dec. 19,819, 20 


cited at footnote 14, at p. 52. 
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earnings.” ‘Two separate lines of auto- 
matic escape from a holding of dividend 
equivalence, so as to assure capital gain 
treatment, are provided: first, from the 
corporation’s standpoint, if the redemption 
constitutes a partial liquidation under the 
mechanical test of contraction under Sec- 
tion 346; or, from the stockholder’s stand- 
point, by satisfying the mechanical test of 
substantial disproportion’’ or complete 
termination of his interest under Section 
302(b)(2) and (3)™ (unless of course, in 
order to pay death taxes" or in a railroad 
reorganization *”), and even under some cir- 
cumstances where the stock redeemed is 
Section 306 stock—preferred stock origi- 
nally issued as a dividend or in a reorganiza- 


tion where earnings were available. 


In the wide area in which these mechani- 
the Con- 


gressional intent is clearly to perpetuate 


cal tests fail to provide escape," 


the old test of “essential equivalence,” “™ as 
construed under the existing law; rather 
than the purely mechanical tests substituted 
therefor under the original House bill.” 
Even under the tests of the new statute, 
concepts of “termination of the share 


holder’s interest” and “genuine contraction 


" Subsequent to the Supreme Court's decision 
in Eisner v. Macomber, 1 ustc © 32, 252 U. S. 189 
(1920), holding unconstitutional a dividend of 
common on common, the issuance of a tax-free 
dividend followed by later redemption offered 
attractive possibilities for escaping the ordinary 
tax on dividends, since the proceeds of a liqui- 
dation were taxable only to the extent that 
they exceeded the basis allocated to the dividend 
shares redeemed Sec. 201(d) of the Revenue 
Act of 1921 taxed the redemption of stock divi- 
dends at ordinary income rates if the redemp- 
tion was essentially equivalent to a dividend. 
Sec. 201(f) of the Revenue Act of 1924 extended 
the same treatment although the redemption 
preceded the steck dividend Sec. 201(g) of 
the Revenue Act of 1926 enacted Sec. 115(g) in 
the form in which it remained down to the 1954 


Code, extending the rule of dividend equivalence 
¢ ’ 


o redemptions whether the stock redeemed was 
issued as a dividend or not. After 1942, when 
Sec. 147 provided that gains in partial liquida- 
tion could qualify as long-term capital gains, 


Sec. 115(g¢) became the only bar to abuse in the 
redemption fie!d 

* Sec, 302(b)(2) For a discussion of these 
mechanical tests under the 1954 Code, see Wil- 
son, “Stock Redemptions as Dividends,’’ TAXEs, 
September, 1954, p. 718 

Sec. 302(b)(3), as determined under the 
attribution of stock ownership rules of Sec. 318 
See also Regs. 118, See. 39.115(g2)-1(a)(2). Pro- 
posed amendment of this regulation in 1951 to 
provide that termination of interest would 
‘generally’’ not be regarded as a dividend 
equivalent was withdrawn See Friedman and 
Silbert ‘Acquisition of Corporate Funds at 
Capital Gain Rates,"’ Proceedings of New York 
University Twelfth Annual Institute on Federal 
Taration (1954), pp. 215, 229 
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oi business” call for administrative inter- 
pretation in the forthcoming regulations 
and ultimately for judicial construction. 


Existing regulations, while recognizing 
that dividend equivalence must turn upon 
the circumstances of each case, nevertheless 
make specific provision as to two factors, 
both concerned with the effect of the re- 
demption on the stockholders: Where the 
redemption is pro rata among all the share- 
holders, the regulations have held that the 
shareholders will “generally” be considered 
as effecting an ordinary dividend distribu- 
tion, to the extent of accumulated earnings 
and profits; on the other hand, where a 
particular shareholder redeems all of his 
stock so that he “ceases to be interested in 
the affairs of the corporation,” the regula- 
tions categorically hold that a taxable divi- 
dend is not effected.” The regulations did 
not, before the 1954 Code, specifically pro 


vide for the possible effect on the tax treat- 


ment of the redemption of the partial 
liquidation of the corporation—as for ex 
ample, by way of contraction of the business 


Judicial interpretation of the meaning o 
“essentially equivalent” led gradually to 


recognition that the “net effect” of the 
4 Sec. 303. 

™ Under Sec. 302(b)(4), if redemption is of 
stock issued by a railroad pursuant to a plan 
of reorganization under Sec. 77 of the Bank- 
ruptcy Act 

“ As where, for example, from the share- 
holder’s standpoint, apart from redemption to 
pay death taxes, the redemption does not com- 
pletely terminate or even reduce the sharehold- 
er’s interest the requisite 20 per cent; if it does 
does not deprive him of 50 per cent control of 
the corporation; or where, from the corpora- 
tion's standpoint, there has been no genuine 
contraction of the business 

“Ss But note that under Sec. 302(c) the attri 
bution-of-ownership rules uncer Sec. 318 are 
made specitically applicable to See. 302(b)(1) 
189 Sec, 302 See H Rept 1337, S3d Cong 
2d Sess., p. A72, and following; S. Rept. cited 
at footnote 14, at pp. 44, 233-234. Cf. problen 
of “‘boot’’ distributions in reorganizations hav- 
ing “effect of a dividend’’ under old Sec 
112(c)(2), new Sec. 356 

Cited at footnote 145. The ‘‘termination of 
interest’’ course of realizing capital g2in is ques 
tioned in the comprehensive article of Cohen 
Surrey, etc., cited at footnote 216, at p. 23 

™ For a discussion of the subject generally 
see Maloney Outline of Points to be Con- 
sidered in Stock Redemptions,’’ Proceedings of 
the New York University Fifth Annual Institute 
on Federal Taxation (1947), p. 837: Katcher 
‘The Case of the Forgotten Basis: An Admoni 
tion to Victims of Internaf Revenue Code Sec 
115(g),"’ 48 Michigan Law Review 465; Pedrick 
Some Latter Day Developments in the Taxa- 
tion of Liquidating Distributions,"’ 50 Michigan 
Law Review 529: Arent, “‘Highlight Develop- 
ments of the Year,’’ TAXES, December, 1952, 
pp. 958, 963; Wilson Stock Redemptions as 

















seesee: 











transaction rather than the “motive” o1 
“plan” controlling.” “Net effect,” 
though, was only a shorthand way for 

court to express its ultimate 
and the ingredients in its 
varied and not too predictable. Above all, 
continued to look for a valid busi- 
ness purpose of the corporation,’™ 


was 


conclusion, 
decision were 


courts 
such as 
(1) enabling the business to operate more 
efficiently as a sole proprietorship’ or as 
a partnership, (2) the part of 
its business under corporate 
(3) enhancement of its credit rating 
by calling in cancel stockholder 
indebtedness, (4) resale of stock to junio: 
executives, (5) provision of a profitable 
investment for an employees’ association,” 
(6) adjustment for a legitimate 
of the following a fire 
permanent reduction in productive 


conduct of 


separate 
form,” 


stock to 


shrinkage 
business causing a 
capacity,’ 
(7) elimination of unprofitable departments,” 


or (8) contemplation of ultimate liquida 


tion.’ 


Other 


factors than business 


into the 


purpose en 
While the 
disregarded and 
controlling, its 


tered brew 


witch’s 
pro-rata feature is 
held not 


always predictable and courts at times find 


seldom 


otten effect is 


(Feotnote 151 continued) 


Dividends,”’ 
Mandell, 


TAXES, September, 
“Double Taxation 
115(g),"" TAXES, March, 1953, p. 208: Nolan, 
The Uncertain Tax Treatment of Stock Re 
demptions: A Legislative Proposal,’’ 65 Harvard 
Law Review 255 (1951) 
 Hlanagan v. Helvering, 40-2 vst 
F. (2d) 937 (CA of D. C.) 
41-2 ustc § 9265, 121 F 
l 


19M, p. 718 
Under’ Section 


© 9710, 116 

Smith wv. . 
(2d) 692 (CCA-3) 

. John L, Sullivan, 54-1 ust 

(2d) 607 (CA-5), aff'g CCH Dec 

17 TC 1420 (government will not ask for 


Commissioner 

§ 9257, 210 F 
18,812, 
Cert. ) 
1, M 


(1947) 


Lockhart, CCH Dec. 15,634, 8 TC 436 
Commissioner v. John L. Sullivan, cited at 
footnote 153 Estate of Vannie E Cook, CCH 
Dec. 20,517(M), 13 TCM 822: Ernest F. Becher, 
CCH Dec. 20,466, 22 TC No. 112 (1954) 
Anna I, Woodworth, CCH Dee. 19.969(M) 
12 TCM 1265: Ada Murphy McFarlane, CCH 
Dec. 20,338(M), 13 TCM 467 (1954): Marjorie K 
Hatch, CCH Dec. 20,272(M) ; (1954) 
Keefe v. Cote, 54-2 (2d) 651 
(CA-1) 
" Snite v. Commissioner, 
(2d) 819 (CA-7) 
MS H, KF, Asmussen, CCH Dec 
(1937), acq., 1938-1 CB 2 
Joseph Imler, CCH De 
(1948), acq., 1949-1 CB 2 
10 Scowcroft Investment 
14.675(M), 4 TCM 755 (1945) 
161 Samuel A. Upham, CCH 
1120 (1945), aeq., 1945 CB 7 
12 Snite Vv. Commissioner, 
157: Commissioner v. John L. Sullivan, cited at 
footnote 153: Keefe v. Cote, cited at footnote 156. 
13 Hirsch Vv. Commissioner, 41-2 ust { 9782. 
124 F. (2d) 24 (CCA-9); Hyman v. Helvering, 


9808, 36 BTA 878 
16,691, 11 TC 838 
Company, CCH Dec 
Dec. 14,484, 4 TC 


cited at footnote 


Seventh Annual Federal Tax Conference 


no dividend, though the 
rata” 


redemption 1s pro 
and upon occasion even find that a 
nonpro-rata distribution requires dividend 
treatment. Other factors of varying de- 
significance have been held 
dividend 


grees O! to be 


combined with 
large available earnings or profits;*® the 
fact that the initiative for the distribution 
was taken by the shareholder, rather than 
by the corporation; = 


a poor record, 


and the fact that the 
consideration paid for the redeemed stock 
bears no relation to its value, book or other 
wise.” 

Many people heaved a sigh of 
June when the Sixth Circuit 
much-discussed decision of the Ohio fed- 
eral district Zenz’" Laid to rest 
now, the decision was the disturbing chal 
lenge of the long-established principle that 


termination of a shareholder's 


relief this 


reversed the 


court in 


interest Was 


a sure “out” in the dividend-equivalence 


There, as you recall, the 
the sok 


order to 


area taxpayer as 


stockholder of a corporation, in 


accommodate a prospective pur- 


chaser of the business who did not relish 


acquiring its large accumulated profits, pur- 
ported to sell enough of his stock to vield 
he agreed price for the net 
1934 CCH { 9280, 71 F 
Pullman, Inc., CCH Dec. 15,596, 8 TC 292 (1947) 
This is particularly true when the redeeming 
stockholder owns all or most of the outstanding 
stock so that the redemption works no 
change in the proprietary interest thereafter 
Commissioner v. John T. Roberts, 53-1 ust« 
{ 9331, 203 F. (2d) 304 (CA-4), rev'g CCH Dec 
18,811, 17 TC 1415 (1952); Keefe v. Cote, cited 
at footnote 156 

“4 Goldstein v, Commissioner, 
113 F. (2d) 263 (CCA-7):; Commissioner v. 
T. Roberts, cited at footnote 163 

Kstate of Charles D. Chandler, 
20,546, 22 TC No. 142 (1954): Commissioner 
v, John T. Roberts, cited at footnote 163 
Flanagan v. Helvering, cited at footnote 152 

7 Commissioner v. John L. Sullivan, cited at 
footnote 153 

18 Zenz v. 
Supp. 57 


operating as 


A. Of EX, £3; 


(2d) 342 (¢ 


real 


10-2 ustc 9 9513, 


John 


CCH Dec 


Quinlivan, 52-5 19418, 106 
(CA-6), rev'd, 54-2 . 7" 9445, 213 
(2d) 914. See Mandell, work cited, footnote 15 
Note, ‘‘Income Tax Problems in the Use of 
Stock Redemptions to Purchase a Corporation 
out of Future Earnings,’’ 67 Harvard Law Re 
view 1387 (1954) First, work 
113: Nicholson Corporate 
of Stock,”’’ TAXEs, August 
stadt ‘Use of Corporate 
Stockholder—the 


F 
F 


cited, footnote 
Assistance in Sal 
1954, p. 644; Paven 
Funds to Buy Out 
Schmitt Case and Its Ramifica 
tions Proceedings of the New York 
Twelfth Annual Institute on Federal Taxation 
(1954), p. 203; Harnett Buying Out the Dis- 
putations Shareholder Proceedings of the New 
York University Eleventh Annual Institute on 
Federal Taxation (1953) p. 393 Alternative 
courses are discussed in Shearer, cited at foot- 
note 102; and Graham, ‘“‘Alternative Routes for 
Effecting Tax-Free Transfers of Corporate Busi- 
nesses,’’ TAXES, December, 1953, p. 1039. 


University 
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sets, and the corporation thereupon pro- 
ceeded to use its available earnings to “buy” 
in Zenz’s remaining stock. 

The district court felt that, literally, Zenz 
had sold his stock in two lots, the last to 
his corporation, terminating his interest in 
the company; but, viewing the transaction 
as a whole, this sale of shares back to the 
corporation was in substance a dividend- 
equivalent redemption so as to syphon off 
the corporate earnings prior to selling out 
the remaining corporate business to the 
prospective purchaser. Rejecting this dis- 
regard of the form of the _ transaction, 
however, despite the admitted tax-saving 
motive, the Sixth Circuit reaffirmed cate- 
gorically the principle that termination of 
the shareholder’s interest, for whatever rea- 
son, precludes the application of the divi- 
dend-equivalence rule. 


Only a month ago, the Internal Revenue 
Service announced that it will follow this 
decision on its facts, but will closely examine 
similar situations in the future to determine 
whether the selling stockholder “ceases to 
be interested in the affairs of the corpora- 
tion” after the redemption, as required 
under the regulations, and also to deter- 
mine whether any payment by the corpora- 
tion for stock has the effect of a dividend 
to the stockholders who do remain interested 
in the corporation.” 


Despite this reaffirmance (along with that 
in the new Code) of the principle that divi- 
dend equivalence will not ordinarily be 





asserted in redemptions by a retiring stock- 
holder,’ cautious tax counsel will not 
overlook the possibility that the old familiar 
step-transaction doctrine of substance over 
form may be invoked by the Service or a 
court when occasion arises to escape a 
result deemed otherwise out of harmony 
with the “net effect” of the transaction as 
a whole.™ 

In other decisions over the past year, the 
courts—while paying lip service to the “net 
effect” test of dividend equivalence—have, 
in reality, relied upon a finding of a valid 
business purpose, such as a business con- 
traction, as counterbalancing other strong 
indicia of an ordinary dividend distribution. 
The Fifth Circuit’s recent decision in John 
L. Sullivan’? was such a case. There the 
Fifth Circuit, over a vigorous dissent, found 
that the distribution in kind of certain un- 
developed oil leases, together with a large 
gas payment and notes by an oil develop- 
ment company in redemption of two fifths of 
its outstanding stock, constituted a real con- 
traction of its business, rather than a divi- 
dend equivalent, since prompted by valid 
corporate motives of relieving the develop- 
ment of these leases from certain risks and 


not for motives of tax avoidance.” 


Ignored 
were the pro-rata feature, the large surplus 
available, absence of prior dividend history 
and the fact that the consideration given 
for the redeemed stock was not based on 
value, book or otherwise. Questioned in 
the dissent was the validity of the finding 





1 Rev. Rul. 54-458, I. R. B. 1954-42, 15. Fac- 
tors to be considered might include (1) the size 
of the payment made by the buying shareholder 
with funds that did not come from the corpo- 
ration; (2) whether the price paid for the stock 
is fixed at the time of the sale or is contingent 
upon later occurrences; (3) whether the share- 
holders who remain interested in the company 
are liable, as guarantors or otherwise, for any 
part of the amount paid for the stock by the 
corporation; (4) whether the selling stockholder 
retains extensive control of the corporation, 
through an absolute or contingent right to vote 
stock, by contract, through security devices, 
etc.; and (5) if the sale to the corporation is 
partly on credit, the relationship of the size 
of the debt to the value of the corporate assets, 
the time over which payments will extend, and 
all the contract and other ‘arrangements made 
to secure payment 

™ Rev. Rul. 54-408, I. R. B. 1954-39, 8, recog- 
nizes that the redemption by a majority stock- 
holder of all his stock for a price not in excess 
of fair market value constitutes a partial liqui- 
dation, and does not fall within Sec. 115(g). Cf. 
Commissioner v. John T. Roberts, cited at foot- 
note 163, where Tax Court was held to have 
erroneously invoked ‘“‘termination of interest’’ 
rule as an escape from dividend equivalence 
although stockholder retained his own shares 
while redeeming the block of shares formerly 
owned by his brother and bequeathed to him. 
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71 Nor in the light of our earlier remarks on 
liquidation followed by reincorporation could 
this threat have necessarily been avoided, as 
some observers rashly counselled before the 
DC's decision was reversed, by simply liquidat- 
ing completely first and thereafter selling the 
operating assets. The transaction might have 
been considered a reorganization. If not so 
regarded, the alternative procedure would not 
have resulted in the same basis of the assets 
in the hands of the purchaser as by following 
the Zenz procedure. 

2 Cited at footnote 153. See Danzig, ‘‘Dis- 
tribution of Corporate Operations with a View 
to Sale of Part of the Business,’’ Proceedings 
of the New York University Eleventh Annual 
Institute on Federal Taxation (1953), pp. 891, 
892 

173 In final justification of its conclusion, the 
court explains away the much quoted ‘‘net 
effect’’ test as ‘‘not a weighted formula by 
which to solve the issue before the court . 
not evidence or testimony to be considered,”’ 
but rather an ‘‘inference to be drawn or a con- 
clusion to be reached not a process but 
a product; not a means but an end : 
not a test but an attractive abbreviation of the 
statute, as to which we shall be on safer ground 
if we stick to the words of the statute: ‘essen- 


vo 


tially equivalent’. 
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In decisions over the past year, 

the courts—while paying lip 

service to the ‘‘net effect'’ test of 
dividend equivalence—have, in 
reality, relied upon a finding of a 
valid business purpose, such as a 
business contraction, as 
counterbalancing other strong indicia 
of an ordinary dividend distribution. 


of corporate business purpose, on the ground 
that the $775,000 gas payments and notes 
served only shareholder purposes and the 
remaining corporate objectives, even if signifi- 
cant, would not warrant liquidation as against 
the simple remedy of charter amendment.” 

Query: Would either the majority or the 
dissent feel compelled to reach any dif- 
ferent result now under the new Code, 
assuming none of the mechanical “outs” of 
substantial disproportion or termination of 
the shareholder’s interest 
302(b) the mechanical definition of 
contraction of the business under Section 
346 were to be held applicable ? 

The most 
business 


under Section 


or a 


of a genuine 


expressly 


appealing 
contraction, recog- 
nized by the Senate Finance Committee in 
its report on H, R. 8300, that of the 
Imler case’ where the redemption results 
from the termination of a portion of the 
business by a fire or a flood. At the other 
extreme the distribution of a reserve 
for expansion following abandonment. of 
expansion plans, which the committee report 
expressly partial liquidation. 
Nevertheless, in its recent decision in Stanley 
Sagner,” the Tax Court has gone a long 
way toward recognizing just such an aban- 
donment of expansion plans as a business 
contraction sufficient to save a pro-rata 
redemption, despite available earnings from 
Shortly 
after the opening of the first of a chain of 
planned department the two 50 
per stockholders falling-out and 
the corporation its 


case 


as 


1S 


is 


I eject S as 


a 


a holding or dividend equivalence. 


stores, 
had a 


decided to 


cent 


abandon 


plans ior a chain store operation, following 


4 The dissent overlooks the fact, however, 
that the risks sought to be avoided by the dis- 
tribution were not merely that development of 
the leases by the distributing company would 
have been ultra vires, admittedly remediable by 
charter amendment, but also because of a large 
pending law suit, not so remedied 

75 Cited at footnote 159 

%6 CCH Dec. 20,013(M), 12 TCM 1355 
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which half of the preferred stock was re 
deemed for cash in proportion to the hold- 
ings of the common stock. A few months 
later, the company was dissolved after only 
11 months’ operation, with some available 
net earnings. Stressing his belief that the 
decision, within approximately 70 days of 
its inception, to abandon the initial plan to 
open additional retail outlets constituted a 
contraction and a real business purpose, 
Judge Van Fossan held old Section 115(g) 
inapplicable on the authority of Jmler.™ 


Not liberal a view of business con- 
traction as in the Sullivan and Sagner cases, 
however, was taken by the Tax Court only 
last month in its decision in Estate of Charles 
D. Chandler. There a closely held cor- 
poration, operating a department store for 
many years, sold most of its assets because 
of the illness of the principal stockholder 
and manager; it continued to operate a 
ladies’ ready-to-wear store on a much smaller 
scale but with the same capital. Imme- 
diately after the sale of the major assets, 
it made a pro-rata redemption in cash of 
one half of its stock at book value 


so 


Stressing 
the large earned surplus in excess of needs 
of the business, and the fact that the pro- 
rata distribution thereof left the propor- 
tionate interests in the enterprise unchanged, 
and concluding that he could not find that 
reduction of taxes was not the motivating 
factor, Judge Bruce satd that “while busi- 
contraction a vital factor, it does 
not per se render sec. 115(g) inapplicable.” 
Here, despite the diminution in size of the 
company’s business, he says, there was no 
contraction such as was present in Sullivan 
and Imler, where there was a corresponding 
reduction in the amount of capital used. 
Here, though the business was smaller, the 
amount of capital actually admitted to the 
corporate business was not reduced accord- 
ingly. Before the sale, $32,700 was tied up 
in fixed and inventories, and after 
the new business was opened, only $1,000 
less was invested in those items, 
stated that to the of and 
profits, the excess cash distributed was not 
created by the 


capital the operation 


ness is 


assets 


The court 
extent earnings 
reduction in 


required 


a of 
of the 


business, but had existed prior to the sale 


amount 
for 


"7 In Estate of Vannie E. Cook, cited at foot- 
note 155, a pro-rata redemption was given Sec 
115(g) ‘‘clearance’’ where the parties decided 
business could better be carried on by partner- 
ship, but at request of bottling company, the 
old company was retained to ho!d sub-bottlers’ 
contracts and real estate in lieu of origina] plan 
of complete liquidation 

ms Estate of Charles 
footnote 165 


D. Chandler, cited at 
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ot the department store from an accumula- 
tion of earnings beyond the reasonable needs 
of the business 


Query: Would the 1954 Code dictate any 


different result, since the new business was 
not actively conducted for five years prior 
to the 


chanical test of 


redemption so as to satisfy the me- 
business contraction under 
346 

rnest EF. Becher, 


a restricted 


Tax 
busi- 
n applying Section 115(g) 


cash distribution to 


the 
concept ot 


share- 
full 


earnings 


redemption of the 


stock when 


though admittedly 
1 
plan ot 


eparator 


total 


step in 
emption, the 
possessed its entire capital” 


Nor 


relief here 


a substantial amount of surplus 
he stockholder 
t} 


claim any 
‘ 


ie mechanical test of 


in Section 346 


Another 


poration which has cropped up frequently 


contraction 


“business purpose” of the cor 
in this year’s decisions as a basis for giving 
1 stock 


section 


, , 
redemption, even where 


115(g) 


pro rata, 
alleged 
improvement in credit 
rhe supposedly re 
sults in some cases from elimination of the 
corporation’s own notes to the stockholder, 
s trom the cancellation of the stock- 
notes to the company, and in still 
others from the cancellation of stock issued in 


“clearance” is the 
the corporation’s 


rating improvement 


holder's 


exchange for corporate notes to the stock- 
holders on the alleged understanding that 
it would be redeemed when company finances 
permitted 

For 


which 


example, in Onil Cote,” 
had 


controlling 


the stock 
originally been 
stockholder in 
the company’s 


rede¢ med 
the 
exchange for 


Was 


issued to 
note, earlier 


issued in part payment of his salary as 


manager, and the redemption was found to 


” Cited at footnote 155. 

* How, it is not clear in view 
eash distribution 
contraction” test, 
American Law 
Surrey, etc 


1040 


of the $149,000 
For analysis of the ‘‘business 
see article of draftsmen of 
Institute recodification: Cohen 
cited at footnote 216, p. 37 


have been part of the understanding at the 
time the stock issued. The exchange 
of the note for the stock was found to have 


Was 


been to improve, or at least to remove what 
was considered to be, an adverse reflection 
m the corporation’s credit rating. The 
redemption not technically pro rata, 
though for practical purposes the court felt 
it Was, 1n 


was 
view of the recipient’s ownership 
of a very high percentage of the company’s 
The First 


Hampshire district 


Circuit, in affirming the 


stock 
New 
that 


cour concludes 


the case is a very close one, but on 
the issue of business purpose, as to which the 
parties agreed to submit the case, there was 
to take it to the 


enough I 

\ very 
pro rata, was given clearance 
by the Tax Court n } K. Hatch? 
last April ! lat , the preferred stock 
retired had 
cellation of 


yury 


similar thoug!l 


redemption, 


sect 


rinally been issued nm Ce 


stockholder advances on 
understanding that it 


redeemed 


nent, and when 1, 
accompanied by a change in 
Likewise, in 

the 


Se ction 


company 
Farlane,.” corporate pur 


115(¢) 


trom the 


pose 
justify elim 


company s balance sheet 


clearance was 
inating 
the debt due 


in order to 


its official and 
facilitate the 


from incurred 


original purchase 


tock 


of his s 


In other the Tax 


Court has not thought this claimed improve 


similar cases, however, 


ment in credit rating justified escape from a 
holding of dividend equivalence, even con 
ceding that a corporate purpose may have 
been served by the redemption. In Anna 1 
Woodworth,™ redeemed in 


order to cancel a shareholder’s notes given 


the stock was 
to the company for its helping him finance 
the original purchase of his stock from the 
outgoing shareholders. The Tax Court, in 
holding the redemption essentially equiva 
lent to a dividend, stressed the pro-rata 
feature, the fact that the corporation had 
been charged with Section 102 violation for 
surplus accumulation (although 
the case had been dismissed by stipulation), 
and the fact that 
contemplation at 


excessive 
redemption not in 
the time of the original 
stock purchase, but came about two years 


Was 


later only on advice of counsel. The court 


rejected a contention that the stockholders 
had originally acquired only operating assets 
81 Cited at footnote 156. 
2 Cited at footnote 156 


83 Cited at footnote 156 
™ Cited at footnote 156. 
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and not the 
company. O1 


accumulated surplus of the 
particular interest is the 

aside of taxpayer’s con- 
tention that the redemption was prompted 
by advice of counsel that it was illegal to 
issue stock for notes and thus the redemp- 
tion served a legitimate business purpose; 
found that the stock had been 
acquired, not from the corporation for the 
stockholder’s notes, but from the old stock- 
holders. The court thought that an equally, 
if not more, plausible reason for the redemp- 


court’s brushing 


the court 


tion was that the company had now repaid 
the loan to the outside source and it was no 
longer necessary f 


to require payment of 


the notes 


Continuity of Interest 


first 
enunciated as a gloss upon the reorganiza- 
tion definition in the Pinellas 
the later LeTulle 
statute by the 
(B) and (C) 


The continuity-of-interest doctrine ™ 


6 and 
written into the 
Act in the 
“solely for 


if e case 
decisions, 
1934 


definitions in the 


Revenue 


voting stock” requirement,” and incorporated 


into the regulations as to reorganizations 


under the 


generally—has been relaxed now 


Johnson, ‘“‘Insolvent Reorganizations 
Continuity of Proprietary Interest 
Rule Proceedings of the New York University 
Ninth Annual Institute on Federal Taxation 
(1951), p. 1267: Tarleau, ‘‘Some Tax Considera- 
tions in Reorganizations of Insolvent Corpora- 
tions Proceedings of the New York University 
Eighth Annual Institute on Federal Taxation 
(1950), p. 201; Griswold, ** ‘Securities’ and ‘Con- 
tinuity of Interest’,’’ 58 Harvard Law Revieu 
705 (1945); Darrell. ‘Creditors’ Reorganizations 
and the Federal Income Tax,'' 57 Harvard Law 
Review 1009 (1944); Harnack, “‘Some Tax Con- 
siderations Affecting the Design of a Chapter X 
Reorganization,’’ 37 Marquette Law Review 130 
(1953): McCaffrey, ‘Business Purpose’ or ‘Busi- 
ness Continuation’,’’ TAXES, March, 1952, p. 187; 
Holzman, ‘‘Formalities in Reorganizations,’’ 82 
Journal of Accountancy 37 (July, 1946): Clapp, 
‘The Meaning of ‘Solely’ in a Sec. 112(g)(1)(C) 
Reorganization and ‘Continuity of Interest’,” 
Proceedings of the New York University Ninth 
Annual Institute on Federal Taxation (1951). 
pp. 1249, 1255; Leighton, “‘Tax-Free Reshuffling 
of Corporate Control,’’ TAxEs, June, 1953, 
p. 413 

6 Pinellas Ice & Cold Storage Company vw. 
Commissioner, 3 ustc § 1023, 287 U. S. 462 (1933) 

Ss LeTulle v. Scofield, 40-1 ustc { 9150, 308 
U.S. 415 

SS Sec. 368(a)(1) S 
14, pp. 273-274. 


IS See 
and the 


Rept. cited at footnote 
That the legislative purpose in 
the 1954 Code is to preserve the existing law 
with respect to insolvency reorganizations is 

suggested at pp. 50, 275 
1% Roebling v. 
F. (2d) 810 
The Erie 


Commissioner, 44-2 uste 
(CCA-3), cert. den., 323 U. S 
County United Bank, CCH Dec 
No. 72 (1954), acq., I. R. B 


§ 9388, 


E. Stirn, Inc. v 
§ 9741, 107 F. (2d) 390 


Commissioner, 39-2 


(CCA-2); Arthur J 
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1954 Code as respects the (D) definition 
of a reorganization as well as to a degree 
in the (B) and (C) definitions. In other 
respects, however, the requirement persists. 
While it is difficult to think of an absence 
of the requisite continuity of interest in the 
remaining statutory and 
and recapitalizations,” or 
in the case of transfers to controlled cor- 
porations under the new equivalent to old 
Section 112(b)(5),™ the doctrine has never- 
theless upon occasion been applied in these 


areas of mergers 


cons¢ vlidati ms,” 


areas, though more commonly it arises in 
the form of the “business purpose” 
ment or in the 


require 
definition of a 
versus “effect of a dividend” 
Bazley. In addition, 
zations must, as in the past, likewise meas- 
ure up to this test.” 


The 


some 


“security” 
inquiry, as in 


insolvency reorgani- 


that 


eight or 


tact over the past alone 


more decisions 


veart 

have turned 
on whether the continuity requirement was 
or was not satisfied in an insolvency reor- 
ganization is evidence of the 
tinuing significance of this problem 


strong con- 
These 
decisions reafirm the Supreme Court rule of 


the Alabama Asphaltic’® and Marlborough™ 


Hooks, CCH Dec. 14,111(M), 3 TCM 899 (1944); 
Rev. Rul. 54-65, I. R. B. 1954-8, 5. See Darrell, 
article cited at footnote 185; also Friedman and 
Silbert, ‘The ‘Continuity of Interest’ Test in 
Bond for Stock Recapitalizations,’’ Proceedings 
of the New York University Eleventh Annual 
Institute on Federal Taxation (1953), p. 361: 
Cohen, Surrey, etc., article cited at footnote 
216, at pp. 15, and following. See also Davis v 
Penfield, 53-2 ustc § 9493, 205 F. (2d) 798, aff’g 
52-1 ustc § 9320, 105 F. Supp. 292; also, see Rev. 
Rul. 54-482, I. R. B. 1954-44, 10; Rev. Rul. 54-13, 
I. R. B. 1954-2, 14. Note that while the new 
Code, like the old, does not define a ‘‘recapital- 
ization,’ there are, nevertheless, certain changes 
beyond the scope of this paper, such as in rec- 
ognition of a bonds-for-bonds exchange as a 
recapitalization (under the principle of Commis- 
sioner v. Neustadt’s Trust, 42-2 ustc § 9751, 131 
F. (2d) 528 (CCA-2), adopted by the Service in 
I. T. 4081), in the broadened definition of ‘‘boot"’ 
to cover securities (Lazley, cited at footnote 
132) and the creation of ‘‘Sec. 306 stock'’ re- 
ceived in such a corporate readjustment 

 TLloyd-Smith v. Commissioner, 41-1 ust« 
© 9167, 116 F. (2d) 642 (CCA-2), cert. den., 
313 U. S. 588. 

™ Pacific Public Service Company v. Commis- 
sioner, 46-1 ustc § 9223, 164 F. (2d) 713 (CCA-9) 
For the nature of interest which will be held to 
satisfy continuity-of-interest requirement, see 
Clapp, article cited at footnote 185. See also 
Regs. 118, Sec. 39.112(b)(10)-1(4), corresponding 
to Sec. 39.112(g)-2 as to continuity requirement 
generally. 

1% Helvering v. Alabama Asphaltic Limestone 
Company, 42-1 ustc " 9245, 315 U. S. 179. See 
also Palm Springs Holding Corporation v. Com- 
missioner, 42-1 ustc © 9246, 315 U. S. 185. 

4 Commissioner v. Bondholders Committee, 
Marlborough Investment Company, 42-1 ust 
1 9247, 315 U. S. 189 
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decisions that where the creditors upon the 
debtor company’s have taken 
effective steps to enforce their rights of 
absolute priority ™ and by legal action have 
stepped into the shoes of the stockholders, 
the subsequent transfer of the corporate 
assets to a new company in which they get 
a stock interest does not break the con- 
tinuity. Where, though, the transfer of 
assets to the new company is not directly 
from the old company or the creditors in 
control, whether or not the continuity will 
broken will depend in 
whether the intermediary 
such as a bondholders committee, is acting 


insolvency 


be considered as 
general upon 
for the creditors so as to be a 
cedural 
privity 


“mere pro- 
device” or is an 
with the 


interest not in 
transferor of the 
to the new company. 


assets 


Thus, the continuity of interest has been 
held broken recently in Bankhead Hotel,” 
where, four years prior to the reorganiza- 
tion initiated by a bondholders committee, 
the old company’s property had passed in 
an execution sale to a handful of unsecured 
creditors who were not in privity with the 
with the committee. A 
resulted in Coon Run Fuel,™ 
the transfer, the 
company 


other creditors or 
like holding 
where, before 


property of the old 


two vears 
had passed 
in a tax sale to the state, which was in no 
way a nominee of the old company or its re- 
maining creditors. 
Transit,” 
instituted 


Similarly, in San Antonio 


where two groups ot creditors 


independent proceedings to ac- 
quire control over the separate portions of 
the insolvent company’s property 
their Fiith 


found were two independent salvage 


securing 


particular claims, the Circuit 
there 
operations and not a purpose to re 


the old company as a going cé 


Organize 


mcern.” 


Likewise, where the proprictary interest 


in the continuing enterprise goes not to the 


creditors but to the original shareholders, 


or to outsiders for cash, the Mascot Stove*™™ 


Northern Pacific Railway Company v 
228 U. S. 482 (1913) 

Davis v. Bankhead Hotel, Inc 54-1 usté 
{ 9297, 212 F. (2d) 697 (CA-5), rev’g and rem'g 
53-1 ustc § 9387, 112 F. Supp. 180 

™m Coon Run Fuel Company 1 
54-1 ustc § 9170, 209 F 
CCH Dec. 19,597, 20 TC . No. 16 

8 Scofield v. San Antonio Transit Company, 
54-2 ustc { 9547, rev’g 53-1 ustc { 66,053 (DC 
Tex.) 

1%” Such piecemeal reorganizations are possible 
under the 1£54 Code only where the property 
independently reorganized constituted a sepa 
rate business. Sec. 351, S. Rept. cited at foot- 
note 14, at pp. 264, 274. 

” Mascot Stove Company v. U. 
9¢ 9499, 120 F. (2d) 153 (CCA-6): 
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Boyd, 


Commissioner, 
(2d) 187 (CA-3), aff'g 


8., 41-2 ustc 


Templeton’s 


principle—that the continuity is broken and 
there is in reality a sale rather than a reor- 
ganization—has been followed in Leon R. 
Meyer™ and Detroit Stove," where, in a 
receivership or reorganization the creditors 
were paid off and the stockholders or out- 
side interests succeeded to the proprietary 
interest. 
In one Wells Fargo?" where the 
court sensed an attempted “freeze out” of 
the creditors by the controlling shareholder, 
who acquired 


case, 


the company’s assets at a 
foreclosure court applied the 
Mascot principle to find he had no 
remaining interest in the company at the 
time of the sale and that the continuity of 
interest was therefore broken and his suc- 
cession again to ownership of the business 
constituted a sale to him by the creditors, 
notwithstanding it was he, 


sale, the 
Stove 


rather than the 
creditors, who had initiated the foreclosure 
proceedings, he and not they who had bid 
at the sale and at a price below market, 
and that when the foreclosure was instituted 
there was not even any clear showing of 
insolvency (certainly not in the bankruptcy 


sense, if even in the equity sense). 


Less surprising and consonant with com 
mon business experience is the holding in 
Minnesota, Northfield that the 
continuity of broken 


Railway *™ 
interest 1s not even 
though during the pendency of the 
ganization 


initiated it 


reor- 
proceeding the 
sell out to 


creditors who 


another group of 
creditors, just so the creditors who end up 
in control of the continuing enterprise were 


propre tors ot 


of the 


the old business at the 
transfer to the 


time 


new company. 


Earnings and Profits 


The 1954 Code includes special provisions 


to cover the distributions of inventory as 


dividends by requiring earnings of the dis- 


tributing corporation to be increased by any 


Jewelers, Inc. v. U. 8., 42-1 ustc 9 9317, 126 F 
(2d) 251 (CCA-6). The problem is discussed in 
Johnson, article cited at footnote 185 The 
principle enunciated in these cases is reaffirmed 
in the committee report under the Revenue Act 
of 1943 which first introduced Sec. 112(b)(10) 
into the 1939 Code (S. Rept. 627. 78th Cong 
Ist Sess., p. 50: H. Rept. 1079, 78th Cong., 2d 
Sess.. p. 46). 

71 Leon R. Meyer v. U. S., 
121 F. Supp. 898 

22 Detroit-Michigan Stove Company v. U. S., 
54-2 ustc § 9436, 121 F. Supp. 892 

28 Wells Fargo Bank & Union Trust Company 
(Ivey L. Borden Estate) v 
ustc © 9223. 115 F. Sunn. 655 

24 Minnesota, Northfield & Southern Railway 
v. Kelm, 53-2 ustc § 9626, 117 F. Supp. 325 


54-2 ustc { 9437, 


Commissioner, 54-1 
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excess of fair market value over cost,” 
even though the rule of General Utilities is 
(with certain exceptions) retained, in that 
this increase is not taxable to the distrib- 
uting corporation.” Likewise, earnings are 
increased, again without tax to the corpora- 
tion, to cover distributions of proceeds of 
government-insured loans out of the excess 
of the loan over the of the property 
by which it is secured,™ to take care of the 
FHA cases (such as George M. Gross, now 
pending before the Tax Court) 
Even in this area, query: Is the 
fully covered under the Code, 
since the problem arises as commonly as 
to nongovernment insured 
those insured by the government? 
to cover the Phipps ™ 
problems, 


cost 


and many 
others. 


Situation 


with 
In order 
* and Stanton Brewery ™ 
provision is also made 
for the first time as to the extent to which 


earnings, pronts or 


loans as 


special 


a deficit carry-over after 
certain corporate liquidations or reorganiza- 
tions However, the troublesome question 
of carry-over of earnings and profits follow- 
ing a divisive reorganization is left to regula- 
‘and doubtless to judicial interpretation, 

In addition, the 


306 stock, to 


concept of Sec 


tion cover the Chamberlin 


ation, adopts a concept of tainted stock 


carrying the “out of earnings” stamp upon 


future sale or redemption, reminiscent of 


the old Binzel** decision. 
While the denial of the government’s peti- 


tion for certiorari in Chamberlin” and, on 


October 25, of the taxpayers’ petitions in 


Godley and Hirshon, close, at least for the 


present, these two chapters in litigation, the 
law under the old Code 1 most 


tl still 


these 


other 


areas of chang remains to be 


Rept. cited at footnote 14, 


S. Rept. cited at footnote 14 
pp. 46, 247 
Sec. 312(j):; S. 

pp. 47, 251 

‘Commissioner v. Phipps, 49-1 stc § 9204 
336 U. S. 410, whether a deficit is inherited in 
a tax-free liquidation of a subsidiary under the 
Sansome doctrine of inherited earnings 

”" Stanton Brewery, Inc. v 
49-2 ustc © 5941, 176 F. (2d) 573 (CA-2), whether 
the resulting corporation in a statutory merger 
inherits the unused excess profits credit carry- 
over of the merged component 

Sec. 381: S. Rept. cited at 
pp. 53, 250 and 275, and following. 

"1S. Rept. cited at footnote 14, p. 277. For 
a recent analysis of this troublesome problem, 
see Ohl, ‘‘Basis and Allocation of Earnings and 
Profits in Spin-off, Split-off and Split-up Re- 
organizations.’’ Proceedings of the New York 
University Eleventh Annual Institute on Federal 
Taxation (1953), pp. 311, 337. 

22 Binzel v. Commissioner, 
75 F. (2d) 989 (CCA-2), 


Rept. cited at footnote 14, 


Commissioner, 


footnote 14, 


35-1 ustc § 9171 
holding taxability of 
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finally determined by the courts. The test 
FHA case of George and Anna Gross, while 
tried before the Tax Court, remains to be 
decided, as do other similar cases through- 
out the country. The Stanton Brewery issue 
is still a live one in the litigation picture. 
With the pendency of all this litigation in 
mind, the Senate Finance Committee specifi- 
cally provided that no inference as to exist- 
ing laws is intended by enactment of the 
specific provisions of the 1954 Code.” 

Aside from specific provisions such as 
these, the 1954 Code adopts the old familiar 
Section 115(a) definition tying dividends 
to earnings or profits, accumulated or cur- 
rent,” and the old familiar Section 115(b) 
presumptions as to the source of distribu- 
tions.” As in old Section 115(d), that 
portion of a distribution which is not a 
dividend reduce the basis of the 
stock,” and any excess ove! basis is treated 


goes to 


as gain from the sale or exchange of prop- 
erty.” However, that part which is not a 
dividend but pre-1913 apprecia- 
tion in value, to the extent that it 
shall be exempt, adopting the 
of the Blauvelt case.” The 
adopts the existing law under 
115(h)*™ that 
rities shall not be considered 


represents 
exceeds 
basis, rule 
new Code also 
old Section 
distribution of stock or secu- 
a distribution 
of earnings or profits if no gain to the dis- 
tributec 


was recognized or the distribution 


is exempt from tax under Section 305(a) 


The effect of old Section 115(h) iS specifi- 
i to the effec- 
1954 Code, since corporate 


earnings are a continuing concept and trans- 


cally retained for years prior 


tive date of the 


actions of earlier vears must be taken into 


account to determine the amount of earn- 
distribution in kind turned on the 
distributed property was originally 
out of post-1913 earnings 
Commissioner v. C. P. 

" 9576, 207 F. (2d) 462 
U. S. 918 

‘TC Docket Nos. 46260-46270 

S. Rept. cited at footnote 14, pp. 248, 277 

®Sec. 316; S. Rept. cited at footnote 14, 
pp. 251-252. For arguments in favor of eliminat- 
ing the ‘‘earnings or profits’’ test altogether 
(although it is not in fact eliminated from the 
American Law Institute draft, Sec. X506), see 
Cohen, Surrey, Tarleau and Warren, ‘‘A Techni- 
cal Revision of the Federal Income Tax 
Treatment of Corporate Distributions to Share- 
holders,’’ 52 Columbia Law Review 1, 6 (1952). 

217 Cited at footnote 216. 

218 Sec. 301(c) (2) 

212 Sec. 301(c)(3) (A). 

®Sec. 301(¢c)(3)(B). Ernest Blauvelt, 
Dec. 14,127, 4 TC 10 (1944), acq., 
nonacq., 1945 CB 8 withdrawn 

'Sec. 312(d); S. Rept. cited at 
p. 249 


fact that 
purchased 


Chamberlin, 53-2 ust« 
(CA-6), cert. den., 347 


9°77 


CCH 
1952-17-13892, 


footnote 14, 
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ings on hand at some future time*” No 
change in existing law is intended in the 
rules which relate to the effect on earnings 
and profits of gain or loss on sales after 
February 28, 1913, of property acquired 
before that date and of receipt of tax-free 
distributions, as set forth in old Section 
115(1), or as to the effect on earnings or 
profits of increase in the value of property 
accrued prior to March 1, 1913, as set forth 
in old Section 115(m).™ Likewise, existing 
administrative practice is retained as to 
allocation of earnings where there has been 
a partial liquidation, a corporate separation 
or a redemption,™ despite a special rule 
provided in the House version 


Except for these special provisions and 
the adoption of the remaining provisions of 
existing law, the 1954 Code incorporates 
for the future the definition or lack of 
definition of “earnings or profits,” and with 
it, the body of case law defining this con- 
cept and distinguishing it from the account- 
ing and lay concepts of net profits or 
surplus.” 

There has been little significant develop 
ment in the area of “earnings or profits” in 
the case law over the past year, aside, of 
course, from the basic question in Godle) 
and Hlirshon, Stanton Brewery, and FHA 
cases already mentioned \ few, though, 
remind us of the continuing problems under 
the 1954 Code 


1 
} 


Owensboro Wagon™ presents the nice 
] 


question of whether pre-1913 distributions 
in stock (of common on common) out of 
pre-1913 earnings are to be regarded for 
later invested capital purposes as having 
irrevocably transferred available pre-1913 
earnings to capital, so that they took on the 
status of original capital” and were not 
available as earnings and profits at the 


beginning of the later excess-profits-tax 





Cited at footnote 221 

Sec. 312(f) and (g); S. Rept. cited at foot- 
note 14, p. 250 

*S. Rept. cited at footnote 14, pp. 249-250 

* See on the general subject: Rudick, ‘* ‘Divi- 
dends’ and ‘Earnings or Profits’ Under the 
Income Tax Law: Corporate Non-Liquidating 
Distributions,’’ 89 University of Pennsylvania 
Law Review 865 (1941); Treusch, ‘‘Earnings or 
Profits and Other Sources of Non-Liquidating 
Corporate Distributions,’’ 3 American University 
Federal Tax Institute 91 (1951) Albrecht, 

Dividends’ and ‘Earnings or Profits’,’’ 
Tax Law Review 157 (January, 1952) 

* Owensboro Wagon Company v. Commis- 
sioner, 54-1 ustc § 66,068, 209 F. (2d) 617 (CA-6), 
rev'g and rem’g CCH Dec. 19,209, 18 TC 1107 
(government will not apply for cert.) 

27 Under old Sec. 718(a)(3)(A) 
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years.™ The Tax Court thought that, under 
the statutory scheme, a nontaxable dividend 
such as this did not go to reduce accu- 
mulated earnings and profits available for 
later distribution. The Sixth Circuit, how- 
ever, pointed out that while it is well settled 
that Congress constitutionally had the power 
to tax post-1913 distributions out of pre- 
1913 earnings,” Congress did not intend to 
tax post-1913 distributions as out of pre- 
1913 earnings where, as here, the earnings 
had been capitalized before March 1, 1913 
The question is a nice one, not of constitu 
tional power, but of Congressional intent.™” 


In W. G. Maguire & Company, in which 
the government has just dismissed its appeal 
to the Seventh Circuit, following the long 
established rule ot Section 115(a) (still 
good law under the new Code) that distri 
butions constitute dividends to the extent 
of earnings of the current year, computed 
as of the close of the year and without 
diminution on account of distributions during 
the year, the Tax Court held that where 
there was a deficit from past years’ opera 
tions, available earnings of the current year, 
while properly reduced by losses during 
the vear on sales by the corporation of its 
stock, were not to be reduced by the dis 
count given shareholders in bargain sales 
regarded as distributions This discount, 
however, was held to reduce the accumulated 
earnings and profits available in subsequent 
vears for dividend distribution. The amount 
of this reduction under the rule of the 
R. D. Merrill case,” also adopted in general 
under the 1954 Code, was to be the cost 
rather than the lower fair market value of 
the property distributed 


In determining the source of another dis 
tribution made by the same corporation to 
Wilham G. Magmure™ individually in the 
next year, the Tax Court held that in view 


of available earnings for the current vear, 








* Under old Sec. 718(a)(3)(B). 

= Under decisions rendered after the enact- 
ment of the Revenue Act of 1916: Lynch v 
Hornby, 1 ustc § 20, 247 U. S. 339 (1918), and 
Southern Pacific Company v. Lowe, 1. ust 
§ 19, 247 U. S. 330 (1918) 

“Old Sec. 115(1) and (m) recognizes that 
“earnings and profits’’ for income distribution 
purposes may be different from ‘“‘earnings or 
profits’’ for excess profits tax purposes. Treusch 
article cited at footnote 225. While the new 
Code makes no reference to pre-1913 earnings, 
the Senate committee states no change was in- 
tended. S. Rept. cited at footnote 14, p. 232 

21 CCH Dec. 19,567, 20 TC 20 (1953). 

2 Old Sec. 115(a); new Sec. 316(a)(2). 

233 CCH Dec. 14,431, 4 TC 955. 

24 CCH Dec. 20,193, 21 TC . No. 98 (1954); 
taxpayer's appeal pending (CA-7). 
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it must be regarded as “out of” 


earnings, 
despite its earlier holding that there was an 
accumulated deficit in the preceding year. 
Here, of course, the court merely followed 
the specific terms of the statute and regu- 
lations since 1936,** that a distribution must 
be regarded as out of earnings and profits 
to the extent of current 
despite a deficit from operations, 
a rule still good law under the 1954 Code.” 


year’s earnings, 


past years’ 


Still fundamental 


distribution 


law, too, is the 


good 
principle that a dividend is a 
post-1913 profits and 
thus excludes a distribution, as in the recent 

de L. Bane™ and Chas. H. Martin™ 

s, out of donated surplus. Of interest 
I Tax Court's Jack 


out ot earnings Of! 


recent decision in 
that 


corporation is 


bro holding 
held 


dividend 


on the 


unreported in- 
a closely tax- 
though not declared, 
Commissioner’s reconstructed 
earnings and 


failed to 
were 


tl 


available 
and the 


r¢ were 
corporate books 
additional 


expanded Tor 


these earnings 


business 


Security 
Many ot the te 


law in this field have, as we 
taken over under the 


rms and concepts of exist 
have seen, 
1954. Code 
k and securities,” 


include “stock 
ly all,” “other 


rm “trans 
“substantial property,” 


“Statutory merger and consolidation” and 
ie 
a Ttew 
brought undet 
the definition and scope ot 


body ot 


recapitalization,” to mention only 


Except for minor cl 
the new 


anges 
Statute, 


ese terms continue as under the 


Cant law 


One definition of the term 


t 
under old Sections 112(b)(3) 


problem in the 
“Security” 
and 112(c)(1) 


missioner’s 


finally resolved with the 


quiescence late this Veal 


that in the Carman case.” In that case, 


bonds originally purchased “flat” with in 


l 
were later 


4/ plan ot reorganization 


stock 


in default 
Section 


bonds, 


exe hang d 


or new and cas} The ques 
Old See. 115(a) 
®* Sec. 316(a) This so-called 
while a ‘‘slight statutory 
retained in the American Law Institute draft 
(Sec. X506) because it “‘produces considerable 
simplification at the administrative level’’ and 
is otherwise ‘‘desirable.’’ See Cohen, Surrey, 
etc.. article cited at footnote 216, p. 8 
* Clyde L. Bane v. Campbell, 53-2 ust« 
(DC Tex.) 
*CCH Dec 
“CCH Dec 
“S. Rept 
251, 269, 27: 


‘double test,”’ 
complication,”’ is 


© 9564 


20,099(M), 
19,953, 


cited at 


13 TCM 1 (1954). 
21 TC 123 (1954) 
footnote 14, pp. 42, 


231, 
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tion was. whether part of the 
stock and severable from the 
tax-free exchange of old bonds for new, 
constituting a separate payment of past-due 
interest taxable as ordinary income. Follow- 
ing its decision in South Atlantic Steamship,” 
as to the related exchange of cumulative 
stock on which dividends are in arrears 
for new stock, bonds and Tax 
Court held that the 


severable from the 


any new 


cash was 


cash, the 
(not 
new bonds) constituted 
a “security” for purposes of old 
112(b)(3) and 112(c)(1), rather 
terest” taxable as ordinary 
recognized as “boot” 


new stock being 
Sections 
than “in 
Che 
under the 
latter section, but apparently no effort was 


income 
cash 


Was 


available earn- 


made to tie this cash inte 
: ordinary 


under old Section 112(c)(2) 


ings sO as to tax it as mcome 


The Second Circuit agreed that the claim 
tor principal and defaulted interest on the 


old bonds 


to 


had 
without 


represented a single claim, m 
noting they 
purchased for a flat 
apportionment ot 
and 


therefore, 


representing “securities,” 


been price and 
consideration; 


that the stock bonds received in ex 


change, likewise were not sever 
able and m toto constituted “securities” for 
this purpose, and the cash was “boot.” Dis 
with the Court, however, the 


agreeing lax 


Second Circuit held that even the cash pai 


from the date tl 


id 
ie plan was approved should 
likewise be ] 


deemed a return of investe: 
capital and part of the reorganization ex 
change, rather than as 


separately paid 


interest 


The principle of the Carman case was at 
first not accepted by the Commissioner, but 


Was lax 


reaffirmed by the 
Court in Morris Shanis™ 
E. Berry™ Wm 
and by the district court in 
Benjamin 1 ; 
within the In these 
held whether yt 1ot the 


plan labeled any part of the cash o1 


subsequently 
last year and James 
Bernstein” 
A, J 
and O G 

past two years 


and this veal 
Dunbar," 


Thurlow 


Gray 
cases it 


was immaterial 


secur 


ties aS 1n 


payment ot the defaulted interest 


on the old bonds, or apparently 


default 


even 


whether the interest was in vhen 


41 Commissioner v. W. W 
7 9312, 189 F 
17,323, 13 TC 

“CCH Dec 
1941-2 CB 12. 

8 CCH Dec 


Carman, 51-1 ust« 
(2d) 363 (CA-2), aff'g CCH Dec 
1029: acq., I. R. B. 1954-31, 6 

11,306, 42 BTA 705 (1940), acq., 


19,404, 19 TC 641 (1953) 
“CCH Dec. 20,164(M), 13 TCM 158 (1954) 
“© CCH Dec. 20,586, 22 TC . No, 169 (1954) 
* A. J. Dunbar v. U. 8 © 9624 (DC 
Mo.) 
7 Grey v. U. S., 
sM. B. 
(DC Ala.) 


, 3-2 USTK 


54-1 ustc § 9318 (DC Utah) 
Thurlow wv. U. S8., 54-2 ustc § 9518 
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the old bonds were originally acquired o1 
accrued during the transferor’s ownership 
Only in August, 1954, did the Commissioner 
announce the withdrawal of his earlier non- 
acquiescence in Carman and the substitution 
of an action of acquiescence, closing another 
litigation chapter in this field. 


Conclusion 


In conclusion, let us not be too quick to 
burn our case reports or to dispose of our 
back copies of the Internal Revenue Bulle 


tin. Let us not rashly conclude that the 


BAD DEBTS IN THE TAX COURT 


Advances.—Advancement of money 
by advertising agent to client to re- 
tain client on profitable basis, to hold 
other clients who advertised in this 
client’s publication and to maintain 
agent’s credit standing and reputation 
was proximately related to advertising 
business and was deductible 
bad debt.—Stuart Bart, 
CCH Dec. 20,199, 21 TC —, No. 102. 

Gifts or Loans.—Cash payments 
made by petitioners to orchestra with 
the intent and expectation of repay- 
ment and advanced principally at 
times prior to the period of a fund- 
raising campaign were nonbusiness 
loans and were deductible as bad debts 
when it that funds re- 
ceived in the campaign were sufficient 
operating expenses.—Lucia 
Chase Ewing, CCH Dec. 19,624, 20 TC 
216, distinguished on facts. Dallas 
Rupe & Son, CCH Dec. 19,665, 20 
TC 363 


agency 


as business 


became clear 


only for 


Business v. Nonbusiness Bad Debts. 
—A business bad debt deduction was 
allowed for an amount which taxpayer 
had advanced to a and 
which remained unpaid after disposi- 


corporation 


tion of the corporation’s assets. The 
evidence showed that taxpayer often 
made loans to woolen businesses and 
their employees and that his financial 
interests were involved in the 
of the industry, the only 
town. Such 


welfare 
one in his 
lending activities 
sufficient to constitute a business.— 
Estate of Morris H. Cone, CCH Dec. 
20,371(M), 13 TCM 513. 

Corporate Loans.—Loans made to 
two corporations by petitioner, a dis- 
tributor of oil products and general 
promoter, which 


were 


became worthless 


past decades of experience in corporate dis- 
tributions and adjustments have become 
completely obsolete. Much in the 1954 Code 
is admittedly new and will call for careful 
analysis in the light of administrative and 
judicial construction in the days to come. 
But as much, if not more, is unchanged and 
perpetuates in full or diminished 
many of the 
cepts of prior law, In 


vigor 
fundamental terms and con- 
this area we 
must, as in the past, refer to the developing 


wide 


body of case law and administrative inter- 


pretation, [The End] 


after the petitioner had disassociated 
himself from a business of his own to 
which loans were proximately related 
represented only nonbusiness bad debts 
deductible under Section 23(k)(4).— 
Hadwen C. Fuller, CCH Dec. 20,053, 
21 TC —, No. 49. 

Erroneous Bookkeeping Entries.— 
Erroneous bookkeeping entries did 
not preclude the taxpayer from taking 
a deduction for legitimate bad debts. 

S. P. McCall, CCH Dec. 20,325(M), 
13 TCM 446. 

Recoveries.—Recoveries of bad debts, 
which were involuntarily charged off 
prior to consolidation by predecessor 
consolidating banks and not deducted 
by them in returns but 
books as nonledger accounts, did not 


charged on 


constitute taxable income in years of 
petitioner, consolidated 
bank, consolidation being reorganiza- 
tion under Section 112(g¢)(1)(A), sub- 
ject to application of Section 113(a)(7) 
under which debts have 
to petitioner as they had to predeces 
sor banks.—Erie County United Bank, 
CCH Dec. 20,132, 21 TC —, No. 72 
Stockholder’s Advances.— Advances 
by stockholder-president to business 
able to 
received 
alleged to 


recovery by 


same basis 


shown to have been 


loan, to 


secure 
have payment on 


contract have been can- 


value of whose assets was 
book 


conclusive 


ce led, low 
shown which 
and which 
still in operation nine years later can- 
not be deducted as bad debts under 
Section 23(k)(1), condition 
of business was not hopeless and the 
debts therefore not worthless.—J ames 
M. Hawkins, CCH Dec. 19,904, 20 TC 
1069. 


only by entries 


were not was 


because 
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Annual Index 


Each article appearing in TAXES during 1954 is indexed below according to title and 
author (or authors). In addition, most of the articles have been listed under an appro- 
priate general subject heading and Internal Revenue Code sections have been indexed. 


A 


Accountant's Responsibility for Working Papers, 
Books and Records, The. May, p. 415. 


Accounting and methods 

Accounting Periods and Methods of Account- 
ing Under the 1954 Code. Sept., p. 710. 

Acquiring Properties Through Oil Payments 
and Related Methods. June, p. 494. 
‘Dixie Pine’’ Muddle, The. Aug., p. 629. 

Elections and Options Available to Tax- 
payers in the 1954 Code. Sept., p. 748 

Estimated Income and Expense in the Tax 
Law. Nov., p. 906. 

If the Buyer Retains a Portion of the Con- 
tract Price. May, p. 378. 

Installment Sales Financing 
Feb., p. 139 

Sales of Property Under the Deferred-Pay 
ment Method. Jan., p. 40 

Some Special Problems of the 
tailer. Mar., p. 246 

Tax Accounting Under the 1954 Code. Dec., 
p. 946 

Vacation Pay Controversy and Double De- 
ductions Under the 1954 Code, The. Nov., 
p. 884 


and Taxes 


Small Re 


Accounting Periods and Methods of Accounting 
Under the 1954 Code. Sept., p. 710 

Accumulated Earnings Tax, The. Oct., p. 823 

Acquiring Properties Through Oil Payments and 
Related Methods. June, p. 494 

Administrative and Procedural Changes in the 
New Code. Nov., p. 855 

Advance Remittances for Proposed 
Taxes—Jurisdiction of the Tax 
Related Problems. June, p. 478. 


Additional 
Court and 


Aliens 
Aliens and Foreign Corporations Under the 
New Code. Oct., p. 817 
Ounce of Tax Prevention for Inventors and 
Writers, An. June, p. 457 
Aliens and Foreign Corporations Under the New 
Code. Oct., p. 817 
Income and 


Alimony) Deduction. Jan., p. 71 


Ancier, William A., and Kamens, Harold 
ments of Transferee Liability. Oct., p 
Are Officers Personally Liable for Unpaid Cor- 

poration Taxes? Aug., p. 626. 


Ele- 
809. 


Attorney-CPA-banker relationship . Mar 
p. 236 


Authors June, p. 457 


Annual Index 


B 


Michael D.—A 
Planning. Mar., p. 232. 

Balter, Harry Graham—The 
sponsibility for Working 
Records. May, p. 415. 


Barton, Walter E.—The 
Taxation, Oct., p. 775 
Bayly, Charles B., Jr 
Deduction. Jan., p. 71 


Beck, David, and Gutkin, Sydney A. 
Estate and Gift Tax Provisions of the 
Internal Revenue Code of 1954. Oct., 
p. 793 
Subpoena Powers and the Statute of Lim- 
itations. May, p. 289 
Becker, Benjamin M.—Don't Be 
Some ‘‘Don'ts’’ in Estate 
p. 439 


Bachrach, Case Study in Tax 
Accountant’s Re- 
Papers, Books and 


Evolution of Federal 


Alimony Income and 


Tax Blind— 
Planning. June, 


Beneficiaries’ powers Jan., p. 24. 
Berger, Theodore—Purchase of Loss Companies 
Code Section 382(a). Nov., p. 876. 

Bowen, Clark E. 

Stockholder Transferee Liability 
a Corporate Liquidation. 
Teachers and Taxes. 
Bowen, William H 
Payment Bonds. 


Following 
Aug., p. 636 
Jan., p. 57 
Employment 
July, p. 569. 


Taxes and 
Brainerd, Andrew W 
Taxation of 
Property 
Brown v. 


Brunstrom 
dowment 
Code. 


United 
International 
May, p. 359. 
Feb., p. 155 
Irving V.—The Life Insurance, En 
and Annuity Features of the 1954 
Nov., p. 866 
Bruton, John C. 
“Closings’’ in 
p. 109. 
Subchapter K: 
Sept., p. 724. 


States 
Sales of 


Income 
Personal 


Helvering 


Sales Transactions Feb., 


Partners and Partnerships 


Buffington, George N., Jr 
organizations: Corporate or Tax Entity Ap- 
proach. July, p. 575 

Burns, Joseph W., and Rachlin, 
How to Defend Net Worth Cases. July, p. 537. 

Buschmann, C. Severin, Jr., and Krieg, William 
H.—Section 126: ‘‘Items of Gross Income in 
Respect of a Decedent "" Aug., p. 651 


Carry-Overs in Re- 


Murray L 


Business-purchase agreements June, p. 439 
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Cc 


Can a ‘“‘Dead’’ Tax Come Back to 
Insurance Beneficiaries? 


Haunt Life 
June, p. 506 


Capital gain and loss 

“Closings’’ in Sales 
p. 109. 

Intent and Taxes. Apr., p. 303. 

Kimbell-Diamond Doctrine and Consolidated 
Returns, The. Feb., p. 125. 

Partners and Partnerships: 
of Tax Liability 
Dec., p. 964 

Sales of Property Under the 
Payment Method. Jan., p. 40. 

Tax Advantages of Discount Bonds in Cor- 
porate Financing. June, p. 453 


Transactions. Feb., 


Determination 
Under the 1954 Code 


Deferred- 


Capital items Jan., p. 32 


Capitalization 
Carroll, Mitchell B 
Income Tax Convention with Australia. Jan 
p. 61 
Tax Conventions with Germany 
Nov., p. 897 
Carry-Overs in 
the 1954 Code. Dec., p. 1018 
Carry-Overs in Reorganizations: 
Tax Entity Approach. July, p. 
Case Study in Tax Planning, A. 


June, p. 453 


and Japan 


Corporate Adjustments Under 


Corporate or 


Vio. 


Mar., p. 232 


“Claim of right’ doctrine 
““Closings’’ 


May, p. 378 


in Sales Transactions. Feb., p. 109 
Coal Mar., p. 241. 


Compensating Executives 
Stock Options. 


and the 
June, p. 488 


Complete Liquidation of Corporations Under the 
1954 Code. Dec., p. 995 


Latest in 


Consolidated returns 
Corporate 
p. 644 


Feb., p 
in Sale 


125. 


Assistance of Stock. 


Aug., 


Corporate distributions and adjustments 
Carry-Overs in Corporate Adjustments Under 
the 1954 Code. Dec., p. 1018 
Complete Liquidation of Corporations Under 
the 1954 Code. Dec., p. 995. 
Corporate Distributions and Adjustments: 
Recent Case Reminders of Some Old Prob- 
lems Under the New Code. Dec., p. 1023. 
Corporate Organizations and Reorganiza- 
tions Under the Internal Revenue Code of 
1954. Dec., p. 1007 
Dividends 3ail-Outs and Other 
Distributions. Dec., p. 989 
Stock Redemptions and Partial Liquidations 
Under the 1954 Code. Dec., p. 979. 
Corporate Distributions 
cent Case Reminders 
Under the New Code 


Corporate 


and Adjustments: Re- 
of Some Old Problems 
Dec., p. 1023 
Corporate officers’ liability 
Corporate Organizations 
Under the Internal 
Dec., p. 1007 
Cutler, Arnold R., 
Payment" 
Jan., p. 7 


Aug., p. 626 
and 
Revenue 


Reorganizations 
Code of 1954 


and 
Under the 


Lourie, 
Federal 


George B 
Tax Laws 


D 


Darrell, Norris—Corporate 
Reorganizations Under the 
Code of 194. Dec., p. 1007 
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Organizations 
Internal 


and 
Revenue 


Helzel, Leo B.—Installment Sales Financing and 
Taxes. Feb., p. 139. 
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Davis, Charles W.—Partners and Partnerships 
Determination of Tax Liability Under the 1954 
Code. Dec., p. 964. 

Dean, Stephen T.—The Stock Dividend. July, 

p. 586. 


Declaration of estimated tax . Nov., p. 855. 


Deductions 

Accounting 
counting 
p. 710. 

Alimony Income and Deduction. Jan., p. 71 

Double Deductions—A Little Labyrinth 
June, p. 473 

Estimated Income and Expense in the 
Law. Nov., p. 906 

Loans Secured by 
129. 

Meals or Lodging Furnished for Convenience 
of Employer. Oct., p. 826 

New York Interrelated Franchise Tax 
Limited Contributions Deduction 
p. 909 

‘“‘Payment” 
Jan., p. 7. 
Revenue Charges v. 
Jan., p. 32. 

Some Problems Under the 
24(c). Mar., p. 191. 

Teachers and Taxes. Jan., p. 57. 

Vacation Pay Controversy and Double De- 
ductions Under the 1954 Code, The. Nov., 
p. 884 


Periods and 
Under the 


Methods of Ac- 
1954 Code Sept., 


Tax 


Tax-Exempts. Feb., p 


and 
Nov., 
Under the 


Federal Tax Laws 


Capital Expenditures 


New Section 


Deferred payment 
‘Closings’’ in 
p. 109. 
Sales of Property Under the Deferred-Pay- 
ment Method. Jan., p. 40. 


Sales Transactions Feb., 


Depletion 

Natural Resources 
Sept., p. 703. 

Partners and Partnerships 
of Tax Liability 
Dec., p. 964. 
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